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COMING— 


Because of the laws of most states, when a person dies his 
creditors have great difficulty getting at his life insurance. The govern- 
ment, however, has been developing a theory which, notwithstanding 
state laws, goes after the life insurance of an insolvent taxpayer. Assert- 
ing a transferee liability in the face of state laws has been the source of 
much litigation and conflict between the courts. Not only that, but 
how big a bite the government can take out of the insurance is another 
problem. Can it bite into the proceeds or just the cash value? 


Burton L. Williams and Herbert Baer coauthor an excellent article 
discussing this situation. 


The new potential for treating losses as ordinary rather than 
capital has been created by three cases, all decided in 1955. These 
decisions were Corn Products Refining Company, Bagley & Sewall 
Company and Tulane Hardwood Lumber Company. The author reviews 
these decisions and sets up certain rules under which he believes tax 
men can operate without bringing certain transactions into a no 
man's land where a capital asset may not be a capital asset because 
of ‘‘intent.’’ The author is Harrop A. Freeman. 


More and more companies are permitting their employees to pur- 
chase stock. Thus, the widespread popularity of such plans and their 
brush with the tax laws make a future article on employee stock 
purchase plans extremely timely. 


India assigns an important role to private enterprise in the 
economic development of the country. The income tax law of India 
is very favorable to private investment because of ‘‘the development 
rebate,’’ which provides a tax incentive for an industrial undertaking. 
This favorable foreign tax climate will be discussed by Matthew J. Kust. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Zditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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George E. Ray and Oliver W. Hammonds. There’s an old saying: 
“Never say you know a man until you have divided an inheritance 
with him.” This could refer to the widow of a deceased partner, the 
surviving partners and the rise in the use of the corporate form of 
business organization. Every business cannot operate as a corporation ; 
the partnership form of doing business has not become extinct. 


Sometime in the life of a successful business it must reconsider its 
form and find an answer to the question: In the future should the 
business be conducted as a corporation or as a partnership? This 


question cannot be lightly answered, The tax considerations are 
paramount. In addition, a general rule cannot be laid down, for 
determination of a choice between the corporate and the partnership 
forms depends upon the particular facts in each case. The decision 
is a long-range one which must be made with the realization that 
circumstances may change through the years. The authors of this 
article caution that “the price of second guessing on the part of the 
taxpayer will come high.” 

Both Mr. Ray and Mr. Hammonds are attorneys in Dallas, Texas. 
Their names are quite familiar to our readers, for they have written 
often, exhaustively and thoroughly on a wide range of taxation topics. 
Because of their prominence, they have also addressed a number of tax 
conferences. Mr. Ray recently talked to the Texas Tech Tax Con- 
ference of the Texas Technological College in Lubbock, Texas on 
this subject. Their article begins at page 9. 


Gordon D. Simons. “Thou shalt not oppress an hired servant that 
is poor and needy . . . At his day thou shalt give him his hire 
neither shall the sun go down upon it.” This law in Deuteronomy 
antedates the Taft-Hartley law by some 5,000 or 6,000 years, and from 
it stem our modern laws for payment of work done. An evolution 
in method of payment has been to pay in cash each payday and then 
to provide certain workers with pensions based upon the work they 
have done and the number of years of service. The tax laws recognize 
the social justice of paying a retired worker through pension plans. 
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sut often the size of the business and the cost of the pension plan 
are two obstacles preventing workers for such companies from ob- 
taining retirement benefits. 


The author of this article is both an attorney and a certified 
public accountant and has had considerable experience with the 
installation of pension plans for small companies. He believes these 
obstacles are not insurmountable. With the help of tables combining 
the morality factor and the interest factor, management can determine 
more easily the present cost of a dollar of a pension at a future date 
and thus evaluate whether or not to install a pension plan. This 
article begins at page 19. 


Samuel C. Harry. For almost 15 years there has been an exemp- 
tion on the tax law books of the State of Pennsylvania. Corporations 
manufacturing in that state have been denied its use by the simple 


expedient of postponing the effective date at successive sessions of 
the legislature. The last session did not postpone the date and the 
legislature is not meeting in 1958. So it looks as though certain Penn- 
sylvania taxpayers will get the long-promised break. But what is 
manufacturing? ‘Ay, there’s the rub.” It takes deep study of some 
pretty old court decisions to determine the definition of this tax term 
The legislature failed to amend the method of computing the advance 
payments for those corporations entitled to the manufacturers’ exemp- 
tion. What to do? If such corporations were to pay the tentative tax 
on the basis provided by the law, payment in many cases would exceed 
the annual tax due. Was it intended that corporations make these 
tentative payments and build up a credit that could not be used for 
vears? There is a practical solution and Mr. Harry adequately 
describes the procedure the taxpayer should follow if he finds himself 


in this dilemma. See page 26. 


Samuel C. Harry is a member of the Pennsylvania bar and former 
assistant director of the Bureau of Corporation Taxes, Pennsylvania 


Department of Revenue. 


Richard F. Palmer. “. . . but now abideth faith, hope and charity 
these three; and the greatest of these is charity.” Even the income tax 
law recognizes this truth, taken from First Corinthians, by permitting 
a deduction on a taxpayer’s return for amounts contributed to the 
less fortunate. Thus, even Uncle Sam shares a part of his revenue 
with those who have not. Those who have, make their charity dollar 
go farther if they plan carefully toward worth-while charitable objec- 
tives. Mr. Palmer's article tells of methods of using appreciated 
securities (and there are a number of them in this period of inflation) 


to the benefit of the donee and the donor, and with little sacrifice on 
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the part of Uncle Sam. Those tax men who have high-bracket tax- 
payers for their clients will like this discussion of using the bargain- 
sale method in connection with appreciated securities, and also using 
a method by which the taxpayer borrows on appreciated securities 
and donates his equity to the charitable donee. 


Mr. Palmer is a member of the Massachusetts bar, practicing in 
Boston. He wrote for us last year on the subject of Code Section 23(b) 
and loans secured by tax exempts. See page 40. 


Robert §. Holzman. There are several courses open to a business 
man in connection with business losses. (1) He may do nothing. (2) 
He may be self-insured. (3) He may set up reserves and (4) he may 
buy insurance. Whatever he does, the government casts its tax eye 
on his action. And this brings Professor Holzman to the subject of 
“The Tax Consequences of a Loss.” He also discusses a type of 
insurance called “chronological stabilization.”” He is a professor of 
taxation and a Ph. D. at the New York University Graduate School 
of Business Administration. Aside from his facility in writing on tax 
subjects, Professor Holzman has two books published in general 
fields, one dealing with the history of fire fighting and the other with 
a Civil War government personality. See page 49. 

Wirt Peters. This author is an attorney anda CPA and also a 
professor of law at the University of Miami, Coral Gables, Florida. 
He is also director of the Graduate Tax Program of the university's 
School of Law. 


His article stems from the old truth that you can’t have your cake 
and eat it too. If you're going to eat the cake, you can, of course, 
save for another one. The Senate Small Business Committee held 
hearings not so long ago in Miami and Senator Smathers said that 
Mr. Peters’ idea was one of the most original and promising that had 
been submitted to him. His article advocates a deduction for deprecia 
tion prior to the acquisition of the asset to be depreciated and advo 
cates that the taxpayers select the time of charge-off. “If we 
thoroughly accept the principle of writing off investment costs and 
arriving at an economic net income for tax purposes, then it will have 
stimulating effect on small business to be permitted to determine for 
itself when and over what period of time to use the amount of the 
charge-off.” This system is used in other countries and would not 
have nearly as much of a depressing effect on the tax revenue as one 
might think, See page 55. 


Howard P. Swanson. Some time ago we had an article on Britain's 


new idea for offering tax incentives to overseas trade corporations. 
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Because of some special experience in this field, Mr. Swanson was 
prompted to write an article on the subject for the Export Trade and 
Shipper. We think it augments, to some extent, the first article on this 
subject, and for that reason we have arranged to reprint it at page 58. 


Mr. Swanson is assistant to the manager of The M. W. Kellogg 
Company in New York. 


Robert Homer Bass. There are about 17 states that have enacted 
right-to-work laws. These are laws which are designed to prevent 


compulsory unionism and which labor unions abhor more than the 


devil is said to hate holy water. Under the income tax law, certain 


charitable contributions are deductible. This deduction depends upon 
the character of the charitable donee. Our editors found, in the 
lirginia Accountant, an article discussing the deductibility of expenses 
contrary to public policy with special attention to deductions to a 
national right-to-work committee. This committee is furthering the 
cause of state right-to-work laws. An excerpt from this article will be 


found at page 63. 


Tax-Wise News. Beginning with this volume, we are simplifying 
and rearranging a couple of the departments in this magazine. The 
department under the heading of “Interpretations” is being eliminated, 
but the comment on current decisions and rulings will be carried under 
the heading of “Tax-Wise News.” In addition, this department will 
continue to report on the meetings of tax men and other news items 
of interest. Nothing has been taken away. Actually, a reader gets 
more, There was a recent decision regarding a medical deduction for 
the cost of building a swimming pool. In dealing with expenditures of 
this type, the Commissioner had been adhering pretty closely to the 
regulations which called for these expenditures to be capitalized. So 
the editors dug into the history of this section and have come up with 
a pretty good analysis of the treatment of capital expenditures in 
connection with the medical deduction. The New York Stock Ex 
change has for some time now been sponsoring state legislation 
which would facilitate the gift of securities to minors. Our editors 


have a little story on this. See page 6. 


Washington Tax Talk. Our Washington correspondents have 
been following the recent public remarks of Senator Byrd and Con 
gressman Mills. From what these two gentlemen have been saying, 
we can deduce that there is not likely to be an over-all reduction tn 
the budget, although certain items may be trimmed, One of these is 
not to be expenditures for the purpose of national security. Also, there 
is not likely to be a surplus. Consequently, any hopes for over-all tax 


reduction are fading. See page 75. 
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TAX-WISE NEWS 


Every month this department lists meetings of interest to tax men and 
reports on studies, speeches and other activities in the tax field. 
Featured in this issue: Comments on decisions and rulings selected 
from interpretations of the law by the federal courts, the Tax Court 
and the Internal Revenue Service . . . Save for a self-employed tax. 


Y« JU MIGHT REMEMBER the case last year 
of the taxpayer who sent his petition for hearing before the Tax 
Court by ordinary mail. The petition was received 14 days after 
the expiration of the 90-day period in which it must be filed, and 
it was dismissed for lack of jurisdiction. There was another in 
stance recentiy in which the taxpayer used certified mail instead 
of registered mail, and his petition was tossed out. It seems that 
the mailing date cannot be calculated exactly on certified mail as 
it can be on registered mail. If you use registered mail, the date 
of registry becomes the filing date-—Dkt. No. 68474. 


* 


Nowncasu AWARDS made to insurance 
agents are subject to withholding of income tax. There is an 
exemption in the Code for withholding on noncash awards to 
retail salesmen, but insuratee salesmen do not qualify. This 
doesn’t mean the salesman pays no or less tax, however. The 
value of a sales-incentive award is income to the winner.—-Rev. 


Rul. 57-551. 


ry 

| HERE ARE a lot of catalogues used in 
business and it may come as a shock to some that their cost is 
not a deductible expense. A catalogue can be a capital item. When 
the catalogue has a useful life of several years, and its plates can 
be used again and again with slight revisions, the amounts ex- 
pended for the preparation of the catalogues are not closely 
related to the income produced in the year in which the expendi- 
ture was made. The Tax Court has been overruled on this point 
before by a circuit court.—Best Lock Corporation, CCH Dee. 
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22,077, 29 TC —, No. 43. There are a number of other points to 
this decision. It is one well worth studying if you are interested 
in: patent royalties, or the granting of a patent license to a chart- 
table corporation, which didn’t relieve the granting corporation 
of the tax on the royalties. 


Tue WORDS “substantially all,” which are 
used in describing a tax-free reorganization, have been clarified 
by a recent revenue ruling. A corporation transferred 70 per cent 
of its assets to another corporation in exchange for the latter’s 
voting stock. The transferor retained only enough cash, accounts 
receivable, notes and 3 per cent of its inventory so that it might 
pay its outstanding liabilities before liquidating, pursuant to a 
plan of reorganization. The ruling points out that the transferor 


transferred substantially all of its property.—Rev. Rul. 57-518. 


TRANSPORTATION TAX must be paid 
when there is an arrangement with a bus company to take em 
ployees back and forth from the city to the plant. In these 
situations, usually the company guarantees the bus company a 
minimum amount per trip, even though the riders (employees) 
pay a fare. The transportation tax is figured on the total amount 
paid by the company. 


THe GENERAL RULE is that when a tax- 


payer accepts employment at a place removed from where he lives 


with his family, his travel and maintenance are not usually de 
ductible; but where a taxpayer accepts temporary employment 
of short duration away from his tax home, travel and maintenance 
expenses are deductible. The Tax Court had a pipe welder, a 
journeyman plumber and a welder before it who had accepted 
employment on a particular construction project away from their 
homes. The Tax Court allowed them to deduct their travel ex- 
penses, over the objections of the Commissioner. The Fourth 
Circuit, however, has upset this holding, saying that while the 
question was one of fact, the Tax Court was entirely in error. 

“When the taxpayers in these cases went into the Tax Court, 
carrying the burden of showing that the Commissioner's determi 
nation was incorrect, they produced nothing to show that their 
employment on the duPont project was not of indefinite duration. 
It is clear that two of them left that employment for personal 
reasons when work was still available, while the third left after 
20'2 months for an undisclosed reason. For ought that appears, 
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work might have been available there for all three for much 
longer than 20! months. While each of them may have accepted 
other employment at other times which was temporary, that does 
not tend to prove that this employment was temporary and not 
of substantial or indefinite duration.”—Commissioner v. James E 
Peurifoy, et al., 57-2 ustc § 10,045. 


SUBSTITUTES for Form W-2, the with 
holding tax statement for 1958, may be privately printed and 
used if they meet certain specifications relating to size, arrange 
ment and paper. From the Service, printers can get reproduc 
tion proofs of the official Form W-2. For these proofs, write 
to the Commissioner of Internal Revenue, Attention: C: Ad: 
O: P, Washington 25, D. C. 


ry 

I HE LEGAL FEES incurred by a minority 
stockholder in a derivative suit are charged to the corporation, 
and the corporation may deduct these fees as an ordinary and 
necessary business expense. The general rule is that fees of this 
kind are assessed against the corporation on the theory that the 
corporation has benefited and should pay for the services rendered 
to it, even though it sought no benefit——Shoe Corporation of 
America, CCH Dec. 22,665, 29 TC —, No. 33. 


] 
W HAT PART of the sales price of the busi 


ness of a professional man is allocable to good will? None, if 


the right to the exclusive use of the firm name didn’t go with the 
deal. Where the business depends solely upon the professional 
skill, ability and integrity and other characteristics of the owner, 
good will attaches to the owner's name or the name of the busi 
ness._—_Rev. Rul. 57-480. 


| F AN AGREEMENT not to compete can be 
segregated from good will when a business is sold, and if an 
actual price is paid for the covenant not to compete, then this 
price may be amortized over the period which the covenant 
covers. However, it may not be amortized over a shorter time; 
for instance, a covenant for ten years may only be amortized over 
a ten-year period. Andrew Newman, Inc., CCH Dec. 22,687(M), 
16 TCM 1018. This decision dealt with the tax situation of the 
vendee. Richard Ullman, CCH Dec. 22,637, 29 TC —, No. 18 dealt 
with the vendor's tax situation. There the treatment of a negative 


(Continued on page 64) 
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Corporation or Partnership: 
Tax Considerations 


By GEORGE E. RAY and OLIVER W. HAMMONDS, Dallas Attorneys 


The choice between the corporate and partnership forms of business 


involves consideration of many factors. 
The authors discuss basic tax 


are of the utmost importance. 


However, often the tax aspects 


differences of parinerships and corporations; the advantages and disadvantages 
of each form as they arise in connection with the organization 

and operation of the business; the pros and cons as they relate to the 
liquidation and termination of the owners’ interests; 

and points to bear in mind if a partnership is to be incorporated. 


N THE CHOICE of the proper 
which to conduct a business, whether as 
a partnership, the tax 
considerations are certainly important, if not 
paramount.’ For 


form in 
a corporation or as 


that reason the discussion 
of this point generally resolves itself into a 
consideration of the tax factors pro and con 
However, some very important nontax fac- 
tors should be considered at the outset. 

It is obvious that a big business can hardly 
a partnership, although the 
proves the rule. A 
Motors 


businesses considerably 


be operated as 
exception sometimes 


corporation such as General and 


generally smallet 
than that simply have to be 


from all tax 


incorporated, 
\mong 
the reasons for incorporation in the case of 
first, 


aside considerations. 


a large business are the following: 
the need for centralized management; sec- 
ond, the need for substantial amounts of 
public capital investment; third, the neces- 
sity for flexible and free. transferability of 

‘For an earlier discussion of this problem, 
see Ray and Hammonds, ‘‘Corporation or Part- 
nership: Federal Income Tax Aspects of Deter- 


Corporation or Partnership 


whership imte and fourth, the ne 


T 1 
ests; 


cessity for continuity of management and 
operations, free and apart from the individyal 
lives of the managers of the 


whers and 


business 


Where a business 


amount of risk, incorporation 


involves a substantial 
is also neces 
sary. The risk may be in the financial area, 


as in the operation of an insurance company 
or a bank, or it may be in the physical area, 
as in the case of a large business dealing 
in transportation or construction, where ac 
cidents, while noi:the rule, nevertheless are 


contemplated as a fairly frequent occurrence 


There are other enterprises to which men 
devote their time and talents for a living 
which by law incorporated 
This, of course, includes professions such 
medicine 


may not be 


as the law and, in most instances, 


Leaving aside at this point those situations 


discussed above, where a business must for 


mining Whether To Do Business as a Corpora- 


tion or a Partnership,”’ 27 Texas Law Review 
469 (1949) 


9 





This article is based on a talk by 
George E. Ray at the Texas Tech Tax 
Conference, Texas Technological 
College, Lubbock, October 15, 1957. 


all practical purposes be incorporated and 
those where for legal reasons the business 
must be operated in noncorporate form, 
gives us a very large area of business in 
which the owners may select the form in 
which the business is to operate, whether 
aS a corporation, a partnership or some 
other form such as an association, trust or 
individual proprietorship. It is in this very 
large group of businesses where a choice 
may be made that the tax considerations 
involved become important, if not vital, in 
making the decision. 

In analyzing the choice to be made, we 
will first discuss the basic tax differences 
between partnerships and corporations and 
then and disad- 
vantages of each form as they arise in con- 
nection with the organization of the business, 
then in connection with the operations of 
the business, and thereafter go into the pros 
and cons of each form as they relate to the 
liquidation and. termination of interest of 
the owners and, finally, consider some of 
the things that should be borne in mind 
from a tax standpoint if a business which 
has been operated as a partnership is to be 
incorporated. This is certainly a large order 
and any effort to cover it other than on 
horseback, hitting the high points, would 
involve a treatise rather than a brief article. 


consider the advantages 


BASIC TAX DIFFERENCES 


Corporation Is Taxpayer; 
Partnership Is Not 


\ partnership reports to the Treasury 
Department on a federal income tax return 
but it does not pay a tax. It is not a tax- 
payer as such. It merely provides the in- 
formation which is picked up on the returns 
of the partners, and it is they who pay the 
tax on the income of the partnership, and 
it is they who take the benefit of the losses, 
if any, of the firm. 

A corporation, on the 
taxpayer 


other hand, is a 
It files an income tax return and 
if the return shows taxable income over and 
above deductions and credits, the corpora- 
tion must pay a tax. The rate of tax is 30 
per cent on the first $25,000 of taxable net 
income, This 30 per cent represents the 
normal tax. If the corporation has more 
than $25,000 of net taxable income, it must 
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pay a surtax of 22 per cent on the amounts 


over $25,000, in addition to the normal tax 
thereon. 

In contrast to the corporate rates, the in- 
dividuals who are members of a partnership 
may have to pay as high as 91 per cent on 
their individual income which is derived 
from the partnership, although the maxi- 
mum total tax which may be taken from an 
individual is limited to 87 per cent of his 
total income. 


Difference in Treatment 
of Capital Gains and Losses 

The choice of a partnership or corporate 
form for doing business may be affected by 
the difference in treatment of capital gains 
and between corporations and 
partnerships. In the case of a corporation, 
long-term and short-term capital gains and 
losses are both taken into account to the 
extent of 100 per cent of each, then net 
long-term capital gains are taxed at the 
lower of the regular corporate rates or 25 
per cent. The 25 per cent rate will always 
be lower than the regular corporate rate 
unless the corporation has ordinary losses 
which might more than offset its ordinary 
income. In the case of a corporation, a net 
capital loss is not deductible from ordinary 
income in any case but may be carried over 
for a period of five years. 


losses as 


In the case of a partnership, the partners 
on their individual income tax returns will 
apply their long-term capital gains against 
their long-term capital losses and will also 
apply their short-term capital gains against 
their short-term capital The net 
long-term gains will be taxable only to the 
extent of 50 per cent thereof at ordinary 
individual rates of tax and, in any event, 
will be subject to an over-all limitation of 
25 per cent of the total gain. In the case ot 
net capital losses, the individual partners 
may use $1,000 of such net capital loss each 
year for the taxable year involved and for 
the five succeeding years against ordinary 
income and the balance of the net capital 
loss may be carried over for the five suc- 


losses. 


ceeding years. In the case of both individuals 
and corporations, short-term gains are taxed 
100 per cent, just as though they were 
ordinary income. 

To consider the practical application of 
these differences in corporate and partner- 
ship taxation as they affect the choice of 
partnership or corporate form for doing 
business, it is apparent that the business 
income will be taxed twice if the business 
is operated in corporate form, since it will 
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be first taxed to the corporation and later 
to the shareholder as ordinary income if he 
receives the corporate profits through sal- 
ary, dividends, rent or some other form 
which constitutes ordinary income to the 
shareholder; or he may, if he wishes, sell 
the stock of the corporation and if he has 
held it more than six months, may reduce 
the tax to a long-term capital gain tax, pro- 
vided, of course, that he does not have a 
collapsible corporation. It may be that the 
second tax will not actually be an income 
iax if the profits are kept in the corporation 
and the shareholder dies, but the corporate 
profits may be reflected in the estate tax he 
pays on the value of the corporate stock in- 
cluded in his estate, so that even when the 
shareholder dies, the corporate income is, in 
a sense, taxed twice. 


In the case of partnership income, it is 
clear that the income is taxed only once and 
it is taxed to the partner, whether dis- 
tributed to him or not. 


In choosing between a corporation and 
a partnership, it is obvious that to the ex- 
tent that the business profits are paid to the 
partner or shareholder, 
case, for his services to the business, there 
will be no real difference between the two 


whichever is the 


forms of doing business, since the amount 
paid by the corporation to the shareholder 
for his personal services, if determined to 
be reasonable, will be deductible to the cor- 
poration, and the only tax that will be paid 
on the compensation for services will be the 
individual tax on ordinary income. 


We will 


the relative 


turn to a consideration of 
advantages and disadvantages 
of the corporation and partnership as they 
relate 


now 


to the organization of the business. 


TAX ADVANTAGES AND 
DISADVANTAGES ON ORGANIZATION 
OF BUSINESS 


In Light of Income from Other Sources 


In considering the pros and cons of the 
corporation and partnership forms of doing 
business, one of the principal factors to con- 
sider is the extent and nature of the taxpayer's 
income from other sources. Generally speak- 
ing, if the outside income is large, then the 
corporate form of doing business is better. 
Taking as an example a situation where we 
have two married men who propose to op- 
erate a business, we note that a married 
man with $16,000 of income, aside from the 
business which we are considering, will pay 
approximately $4,000 in tax and will be in 


Corporation or Partnership 


the 30 per cent tax bracket. If he and his 
partner, who has the same amount of out- 
side income, enter into a partnership, then 
it is clear that $32,000 becomes the break- 
even point for their firm, with the 30 per 
cent corporate tax rate. Obviously, the 
greater the exemptions and deductions which 
each partner has, the higher will be this 
break-even point. The break-even point will 
also go up to the extent of the salary which 
the corporation pays to each of them for his 
services, as this will be a deduction to the 
corporation. Of course, an accurate long- 
term comparison will have to take into ac- 
count also the capital gains tax down the 
line required to get corporate profits into 
the shareholders’ hands. 


\ major factor to be taken into account 
is the fact that on corporate income of less 
than $25,000, the corporate tax is only 30 
per cent rather than 52 per cent. It is clear 
that the break-even point between the part- 
nership and corporate rate of tax will vary 
from 
the same business 


business to business and even within 
from year to year. The 
corporate deductions which may be avail- 
able in a particular case for payments of 
salary, interest, rent and like 
ments to the owners of the business 
affect the break-even point. As a rule of 
thumb, it can be concluded that unless the 
two partners are going to make more than 
$50,000 between them from all sources, they 
probably will do better to operate as a part 
nership. If they are going to make 
than that, then they should seriously 
sider the relative advantages of the corpora 
tion and partnership. 


other pay- 


will 


more 


con 


Effect of Family Situation 

The size of the individual taxpayer's fam 
ily will affect the extent of his 
exemptions and will, to that 


individual 


extent, affect 


his choice of the partnership or corporate 


This 
question of the family partnership. 


form in many cases. brings up the 
While 
there are many advantages to such a part 
nership, not the least of which certainly ts 
the splitting of the partnership income 
among the members of a taxpayer's family 
through the use of trusts for minor children, 


there are pitfalls involved 


The Code now provides in Section 704 
(e) that a person shall be recognized as a 
partner if he owns a capital interest in a 
partnership in which capital is a material 
income-producing whether or not 
such interest was derived by purchase or 


tactor, 


gift from any other person. This permits a 


father to child an interest in his 
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give his 





partnership business by way of gift; but the 
Code further provides that 
in the case of any partnership interest cre- 
ated by gift, there must be provision for 
reasonable compensation in the partnership 
agreement for services rendered to the part- 
nership by the donor-partner. In practice, 
it may turn out to be more practicable to 
make gifts of stock in trust for a minor 
rather than to convey a partnership interest 
in trust. Certainly in this instance, as in so 
many others, the particular circumstances 
the choice to be made. 


in that section 


must govern 


Retention of Profits in Business 


In the case of a partnership, all profits 
of the firm must bear a tax in the hands 
of the partners, whether distributed to them 
or retained in the business. In the case of a 
corporation, however, the corporate profits 
ordinarily will not be taxed except to the 
they are not in fact dis- 
tributed to the shareholders. In case of a 
corporation, the surtax imposed on _ un- 
reasonable accumulation of earnings under 
Section 531 of the Code must be borne in 
mind, however, since if it is determined 
that the accumulation is improper and the 
corporation has been used to avoid income 
tax on the shareholders, then an accumu- 
lated earnings tax will be imposed in the 
amount of 27.5 per cent of the accumulated 
taxable income not in $100,000, 
and 38.5 per cent of such income in excess 
of $100,000. The Code now provides in 
Section 535(c) for a minimum credit of 
$60,000 in the computation of accumulated 
earnings. The corporation may also obtain 
relief from this tax on accumulated 
earnings by payments to the shareholders 
in the salary, and interest, 
provided, of course, they are reasonable in 


corporation if 


excess of 


some 


form of rents 


amount. 


Loans to a shareholder by the corpora- 
tion will not ordinarily provide protection 
from the accumulated earnings tax and may 
be taxed to the shareholder as constructive 
dividends if the loans are considered to be 
dividends in fact, although not necessarily 


in form. 


All in all, if profits are to be retained in 
the business and applied to the operations 
and growth of the business, then the choice 
of corporate rather than partnership form 
may prove better from a tax standpoint, but 
the taxpayer, in making his choice, must 
bear in mind the danger of the accumulated 
earnings tax. 


Limited Partnership 

In choosing between a corporate and 
partnership form, the taxpayer may often 
do well to give serious consideration to the 
selection of a limited partnership. This 
form of partnership gives the business many 
of the advantages of a corporation, since 
the limited partners need not risk anything 
more than their investment in the business, 
but they must reconcile themselves to the 
fact that the management and control of 
operations of the business must be left in 
the hands of the general partner or part- 
ners. Under Texas law, there must be at 
least one general partner, and he undertakes 
the same risk he would have in an ordinary 
partnership. In many cases where there is 
substantial risk involved, as in the oil busi- 
ness, for example, a limited partnership 
may prove to be a very desirable form to 
adopt, particularly in the early stages of the 
development of a business. 

In the case of a limited partnership, the 
danger that the Treasury Department may 
assert tax against the limited partnership 
as a corporation must always be kept in 
mind, and this danger is particularly great 
if the partnership in its organization and 
operations violates the basic rules laid down 
by the Treasury Department in the now- 
famous I. T. 3930. In the case of a limited 
partnership, it will be important to provide 
that the partnership comes to an end upon 
the death of any general partner, although 
the firm may continue in the event of the 
death of a limited partner. 

Where the involved is 
which losses may reasonably be expected 
rather than profits during the early years 
of operation, as is so often true in the oil 
business, a limited partnership may prove 
very desirable, since the from the 
limited partnership may be offset by each 


business one in 


losses 


partner against his income from other busi 
nesses and investments. 


Miscellaneous Tax Factors 

There are a number of tax considerations 
other than the federal income tax on the 
corporation and partnership which may be 
involved in the choice of the form in which 
to do business. For, example, every cor- 
poration will have taxes which it must pay 
to the state government, particularly the 
corporate franchise tax and, in many states, 
a corporate state income tax. There will be 
no such tax imposed on a partnership. A 
will have to pay excise 
issuance of stock and other 


corporation also 


taxes on the 
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both to the federal and state 
governments. In selecting the corporate 
form of doing business, one should always 
bear in mind that our federal government 
has twice during the history of our income 
tax imposed an excess profits tax on cor- 
porate income and, in the event of severe 
financial emergency, the federal excess profits 
tax might well be revived. 


securities, 


Partnership Election to Be Taxed 
as Corporation 

Under Section 1361 of the 1954 Code, a 
partnership may, in certain cases, elect to be 
taxed as a corporation. This election is one 
which applies not only to partnerships but 
also to other unincorporated business en- 
The election to be taxed as a 
corporation must be made in accordance 
with the regulations of the Treasury not 
later than 60 days after the close of the 
taxable year of the partnership, and there 
are other restrictions thereon, among them 
the following: (1) The enterprise must not 
be owned by more than 50 individual mem- 
bers. (2) None of such owners who own a 
10 per cent or larger interest in the firm 
may own 10 per cent or more of another 
unincorporated business enterprise taxable 
as a corporation. (3) None of such mem- 
bers may be a nonresident alien or foreign 
partnership. (4) The enterprise must be 
one in which capital is a material income- 
producing factor, or 50 per cent or more of 
the gross income of the enterprise must 
come from trading in property. In the case 
of a partnership electing to be taxed as a 
corporation, a reasonable deduction will be 
allowed for salary to the partners actually 
rendering and undistributed  in- 
come of the partnership will then be subject 
to corporate tax 


terprises. 


services, 


TAX ADVANTAGES AND 
DISADVANTAGES IN OPERATION 
OF BUSINESS 


Types of Income and Deductions 


There are very important differences in 
the operation of a corporation and a part- 
nership arising from the type of income and 
the type of deduction involved. For exam- 
ple, in the case of a corporation, income 
received by the corporation will 
character when it finally gets to the share- 
holder, as in the case of tax-exempt income 
received by a corporation. Where a part- 
nership receives tax-exempt income, it re- 
tains its tax-exempt character when picked 


lose its 





"3 1954 Code Sec. 382. 
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up by the individual partner on his in- 
dividual income tax return. Similarly, de- 
pletable income, as in the case of income 
from natural resources such as oil, gas and 
minerals, will lose its depletable character 
when it is passed on to the shareholders in 
the form of dividends; whereas in the case 
of a partnership, each individual partner 
will be entitled to his proportionate share 
of the depletion allowance, whether that be 
cost depletion or percentage depletion. 

In the field of deductions, a corporation 
again will cause the loss of character to take 
place in the deduction; whereas a partner 
may deduct on his individual return his 
proportionate part of the partnership losses. 
The same is true of charitable contributions 
made by a partnership. They are reflected 
on the individual returns of the partners; 
whereas contributions made by a corpora- 
tion do not result in any deduction to the 
shareholders on their returns. 

The losses of a corporation may, how- 
ever, be preserved where one corporation 
merges into another if the surviving cor- 
poration is the one which had the loss, pro- 
vided, however, that where the nature of 
the business has changed, there has not 
been a change of 50 per cent or more in 
the stock ow nership.” 

One place in the tax law where the cor- 
form has a distinct advantage over 
the partnership with respect to the type of 
income received by the that 
relating to the dividends-received credit. 
Under Section 243 of the Code, in the case 
of dividends received by a corporation from 
another corporation, a deduction is allowed 
in the amount of 85 per cent of the divi- 
dends received from a domestic corporation. 
The result is that on dividend income re- 
ceived by one corporation from another, the 
net tax to the corporation receiving the 
dividend will be approximately 4.5 per cent, 
where the corporate rate of tax is 30 per 
cent and 7.8 per cent where the corporation 
is subject to the 52 per 
other income. This is a 
advantage in favor of the 
of doing business and one which is all too 
often erlooked by taxpayers in choosing 
between the partnership and corporate form. 


porate 


business is 


rate on its 
very substantial 
corporate form 


cent 


Personal Holding Company Pitfall 

Where dividends constitute a very sub- 
stantial portion of a corporation’s income, 
there may be a serious danger that the cor- 
poration will be subjected to the burden- 


some personal holding company tax imposed 
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under Section 541 of the Code. This is a tax 
at the rate of 75 per cent on the undis- 
tributed personal holding company income 
not in excess of $2,000 and 85 per cent of 
such income in excess of $2,000. The tax 
will be imposed whenever two basic re- 
quirements have been met, the first relating 
to stock ownership and the second to the 
gross income. The tax will be imposed if 
at any time during the last one half of the 
taxable year, 50 per cent or more in value 
of the outstanding stock is owned, directly 
or indirectly, by or for not more than five 
individuals and if at least 80 per cent of the 
gross income of the corporation for the tax- 
able year is personal holding company in- 
come. Personal holding company income 
consists of income from dividends; stock 
and transactions; commodities 
transactions; and trusts; personal 
service contracts; the use of corporate prop- 
erty by a shareholder owning 25 per cent or 
more of the corporate stock; rents, unless 
they constitute 50 per cent or more of the 
gross income of the corporation; and from 
mineral, oil or gas royalties, unless such 
royalties constitute 50 per cent or more of 
the gross income and unless the deductions 
for trade or business expenses, other than 
compensation for personal services ren- 
dered by the shareholders, constitute 15 
per cent or more of the gross income. 


securities 
estates 


The personal holding company tax is cer- 
tainly a trap for the unwary, particularly in 
the case where a shareholder who owns 
more than 25 per cent of the corporate 
stock, directly or indirectly, rents the cor- 
porate property. This provision does not, 
however, apply where the shareholder in 
question is itself a corporation rather than 
an individual or partnership. 

There is some confusion under the 1954 
Code as to what the effect is of not filing 
a Schedule PH, Form 1120. The filing of 


this form is prescribed under the 1954 Code: 


and if a corporation which is a personal 
holding company fails to file with its re- 
turn a Schedule PH, then the tax may be 
collected at any time within six years after 
the Form 1120 is filed. This new procedure 
is certainly a considerable improvement 
over the old procedure under which the 
personal holding company tax could be as- 
serted back indefinitely without any statute 
of limitations. 


Use of Partnership Fiscal Year 
Different from Taxable Year of Partnership 


Since the income of the individual part- 
ners derived from a partnership has to be 
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included in the taxable year of the partners 
in which the partnership year ends, it was 
possible prior to the 1954 Code to bring about 
a postponement of tax impact by having a 
partnership fiscal year different from the 
taxable year of the individual partners. 

Under Section 706(b) of the 1954 Code, 
the rule was changed so that a partnership 
organized under the 1954 Code must use 
the same taxable year as the partners unless 
a business purpose for a different taxable 
year can be established to the satisfaction 
of the Commissioner. This rule applies, 
however, only to principal partners, that is, 
partners having an interest of 5 per cent or 
more in partnership profits or capital. 


Spreading Partner's Income for Services 
Over 36-Month Period 


Under Section 1301 of the 1954 Code, it 
is possible for an individual or partnership 
to spread over a period of 36 months or 
more the gross compensation from employ- 
ment received or accrued in the taxable 
year of the partnership, if 80 per cent or 
more of the total compensation was received 
or accrued in one taxable year. This pro- 
vision can be a considerable advantage to 
a partnership as against a corporation where 
personal services are involved. The activity 
for which the compensation is paid need not 
be continuous but it must start with at least 
an invitation from the employer who en- 
gaged the services to be performed. This 
provision was in the law prior to the 1954 
Code, but it was changed in some respects 
in 1954. Under the Code as it now stands, 
a partner, to obtain the benefits of this 
section, must have been a partner or an 
employee of the firm during the 36-month 
minimum period. Where this 
comes into effect, the returns of the part- 
nership and the partners for earlier years 


prov isk mn 


are not changed and the relief need not be 
claimed on the return filed, provided the 
statute of limitations is still open. Relief 
under this provision may be obtained through 
the filing of a claim for refund prior to the 
This 


provision can enable a law partnership to do 


running of the statute of limitations. 


some worth-while tax planning by postpon- 
ing payments on a case and bunching them 
in the last taxable year of employment. 


Pension Plans 


One of the most frequently overlooked 
opportunities for tax saving through the 
adoption of a corporate form for a business 
lies in the use of a pension plan which 
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under Section 401 of the Code. 
The owners of a business can take advant- 
age of a pension plan if they adopt a cor- 
porate form, whereas partners cannot obtain 
coverage for themselves, although they can, 
of course, take care of their employees 
under an appropriate pension plan. 


qualifies 


held that an association of 
doctors may adopt a pension plan,‘ and the 
Treasury has recently announced,’ revers- 
ing its prior position,® that the fact that 
such an association establishes a pension 
plan is not determinative of whether it will 
be taxed as a partnership or as a corpora- 
tion. The tests to be applied will be the 
usual ones to determine that question. 


It has been 


The relative merits of a pension plan as 
against a profit-sharing plan should be 
carefully considered. A pension plan gen- 
erally will be of much greater value to the 
officers and owners of a business, since the 
benefits will be obtained by them over a 
period of years and will generally be much 
larger. A combination of both pension and 
profit-sharing plans may be desirable. Con- 
trary tb general opinion, pension plans can 
be quite flexible with respect to contribu- 
tions, and it is not necessary that the corpo- 
ration tie itself down to an absolutely rigid, 
fixed payment each year. 

Careful consideration should also be given 
in the selection of a pension plan to the choice 
between a self-trusteed, a bank-trusteed and 
an insured plan. Under a trusteed plan the 
funds may be available in some 
measure use in the itself for 
buildings or equipment, provided the safety 
of the pension investment is not jeopardized. 


pension 


for business 


LIQUIDATION AND TERMINATION 
OF BUSINESS 


Collapsible Corporations 


lf a corporate form is chosen for the 
business, one of the real dangers which must 
borne in mind is the danger of the 
collapsible corporation provisions of Section 
341 of the Code. These provisions apply 
to any shareholder who owns 5 per cent 
or more of the capital stock of the corpora- 
tion. Under this provision, if so-called 
“Section 341 assets” are held by the corpo- 
ration and the stock or such a 
corporation are sold within three years from 
the completion of the manufacture, 
struction, production or purchase of such 


be 


assets of 


con- 


*U. S. v. Kintner, 54-2 ustc { 9626, 216 F. (2d) 
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assets, the gain derived by the shareholder 
therefrom will be taxed as ordinary income 
rather than long-term capital gain, pro- 
vided that more than 70 per cent of the 
gain is attributable to such property. The 
assets included in the term “Section 341 
assets” are inventory, property held primarily 
for sale to customers, unrealized receivables 
or fees, and real estate or depreciable prop- 
erty used in the business. 

There is a presumption of collapsibility 
if the value of the Section 341 assets con- 
stitutes 50 per cent or more of the total 
fair market value of the corporation’s total 
assets, not including cash, stock of other 
corporations or securities, and if the value 
of Section 341 constitutes 120 per 
cent or more of the adjusted basis of such 
Section 341 assets. 


assets 


Sale of Corporate Business 


If a corporate form is used to organize 
and operate a business, the owner contem- 
plating sale of the business has a choice of 
whether to sell the stock or the assets. Of 
course, if the assets are sold, the buyer 
will immediately obtain a 
those determined by the price 
pays. On the other hand, if the stock 
the corporation is sold, the buyer 
liquidate the corporation and thereby ac- 
quire a for the 

Prior to the adoption of the 1954 Code 
provisions, there was a very 


for 
he 
of 
can 


new basis 


assets 


new basis assets. 


real danger 
of double capital gain tax under the famous 
Court Holding Company case.’ On the sale 
of a corporate business, a tax on the corpo- 
ration selling its assets and then a tax on 
the shareholder on liquidation of the corpo- 
ration were imposed. Under Section 337 of 
the 1954 Code, it is now possible for the 
shareholders of a corporation, by following 
the statutory plan, to avoid the double capi- 
tal gain tax on the of a corporate 
business. The statutory provision calls for 
the adoption by the corporation of a plan 
of complete liquidation, and within the 12- 
month period beginning on the date of adop- 
tion of such plan, all of the assets of the 
corporation must distributed in com- 
plete liquidation, less any assets retained 
claims. 


sale 


be 


to meet 


Sale of Partnership Interest 


Where a partnership form has been adopted 
for the business, it is possible for a part- 





© Rev. Rul. 56-23, 1956-1 CB 598. 
7 Commissioner v. Court Holding Company, 
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ner to sell his interest in the business as a 
capital asset. Under the 1954 Code,* how- 
ever, the sale by a partner of his interest in 
a partnership may result in ordinary income 
to him if the payments are attributable to 
unrealized receivables of the partnership or 
inventory items which have appreciated sub- 
stantially in value, and they shall be con- 
sidered to have appreciated substantially 
in value if their fair market value exceeds 
120 per cent of the adjusted basis to the 
partnership of such property and 10 per 
cent of the fair market value of all partner- 
ship property other than money. 


INCORPORATION OF PARTNERSHIP 
Should Incorporation Be Tax Free? 


When the members of a partnership de- 
cide to incorporate the partnership business, 
the transaction may be taxable or not, as 
the partners wish. Of course, by making 
the transaction taxable, the partners may 
be able to increase the basis of the assets 
in the business if the have a value in excess 
of their depreciated basis on the books of 
the corporation. If the partners decide that 
the incorporation should be tax free, then 
it will be necessary, under Section 351 of 
the Code, for them to retain control of the 
corporation. Control requires ownership, 
immediately after the transfer, of at least 
8O per cent of the total combined voting 
power of all classes of stock entitled to 
vote, and at least 80 per cent of the total 
number of shares of all other 
stock. In addition, the transfer, to be tax 
free, must be made solely in exchange for 
stock or securities in the corporation, 


classes of 


Where several owners incorporate, it is 
no longer necessary, as it was prior to the 
adoption of the 1954 Code, that for a tax- 
free incorporation, the stock and securities 
received by them be “substantially in pro- 
portion” to their interests in the business. 


Good-Will Pitfall 


lf the partners decide to make the trans- 
fer taxable in order to raise the basis of 
the assets in the hands of the corporation, 
there is a danger that part of the purchase 
price will be attributed to good will. Con- 
sequently, on incorporating, the presence of 
good will should be carefully considered. 
Unfortunately, the Treasury can determine 
by hindsight that good will does exist or 


that it has greater value than was attributed 
to it by the parties, and the corporation 
will not receive any depreciation benefits 
with respect to good will. Wherever pos- 
sible, it will be desirable that property to 
which good will attaches, as it often does with 
real estate, be kept out of the corporation. 


Thin Incorporations 


Once incorporation has been determined 
by the partners, they will wish to consider 
the advantages to be derived from a trans- 
action in which the corporation not only 
issues stock, but debt obligations as well. 
The advantages in so doing are clear. To 
the extent that the corporation makes pay 
ment of interest on the debt, it will obtain 
deductions therefor, whereas dividends to 
shareholders will not be deductible by the 
corporation. In addition, the partners who 
incorporate will be able to get back tax free 
the portion of their investment which is 
represented by instruments of debt, since 
they represent a loan rather than an owner- 
ship of equity in the corporation. The re 
payment of a loan by the corporation will 
tend to protect against the tax on 
accumulation of earnings. In addition, the 
partner who becomes a creditor of the cor- 
poration will, if the corporation fails, obtain 
a deduction for a bad debt, whether it be a 
business or nonbusiness bad debt, whereas 
the stockholder will, in such event, 
only a long-term capital loss. Of 
the corporate creditor will obtain a 
substantial nontax advantage in his priority 
as a creditor ahead of the shareholders. 

Section 1232(a) of the 1954 Code elimi- 
nates the former advantage of discount 
bonds, since the interest element of such 
bonds is now taxed as ordinary income 
rather than capital gain. 


also 


have 
course, 
also 


Let us now turn to the question as to 
when the incorporation is too thin. The 
answer to that, so far as there is one, is 
found only in the cases. It does not appear 
in the Code or in the regulations. In 
Gooding Amusement Company, a ratio of 
4% to 1 of debt to equity was held by a 
split Sixth Circuit Court of Appeals to be 
too thin. Among other factors which will 
be considered by the courts and the Treasury 
as evidence that the ostensible debt obliga- 
tion in fact represents an equity interest are 
the following: (1) a loan not evidenced by 
a written instrument; (2) interest payments 
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which are contingent on profits; (3) interest 
rates which are not in line with going com- 
mercial rates; (4) failure to provide security 
on the loans; (5) subordination of the loans 
to other loans; (6) failure of the corporate 
records and reports to banks to treat the 
amounts as loans; (7) the fact that the 
loans were made when the corporation was 
organized; and (8) the fact that the interests 
of the shareholders to each other was in the 
identical their interests to each 
other as creditors. 


ratio as 


The price of guessing wrong as to a thin 
incorporation is severe, since the interest 
deduction will be lost and all repayments 
of the debt will be taxed to the shareholders 
as dividends rather than going to them as 
tax-free repayment of debt. In trying to 
determine how to avoid this problem, the 
shareholders should carefully examine all 
the circumstances and evidence in the light 
of the tests above considered. Certainly the 
ratio of debt to equity should not exceed 
three to one and probably should not ex- 
ceed two to one if certainty is to be desired. 
Another thing that the shareholders can do 
is to guarantee the indebtedness to the cor- 
poration rather than to make loans to it, and 
they can also improve the situation to their 
advantage by having the loans made by non- 
stockholders rather than by themselves. It 
will be to the advantage of the shareholders 
to avoid all hybrid situations, since they will 
be interpreted in the government’s favor by 
the Treasury Department. All corporate 
formalities should be strictly carried out, in- 
cluding the preparation of full minutes and 
maintenance of proper records with regu- 
latory agencies, both state and federal, as 
to the issuance of stock and other securities. 


New Opportunity for Elections Under Code 


Since the corporation will be a new tax- 
able entity, the business will be entitled to 
get away from such bad elections as the 
partnership or the partners may have made 
under the Code previously. These elections 
may relate to many items, some of them 
of no importance but others of considerable 
importance in the particular business. Among 
them are the following: (1) choice of fiscal 
vear; (2) choice of cash, accrual, completed 
contract or installment methods of account- 
ing; and (3) method of 
handling of bad debts. 


choice of the 


Loss of Some Tax Advantages 


By incorporating a partnership, the busi- 
ness may lose certain tax advantages which 
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adhered to the partnership. Among them 
are the following: (1) the merit rating un- 
der unemployment compensation laws; (2) 
contributions to 


undeducted service 


qualified pension plans; and (3) capital loss 


past 
carry-overs. 


Estate Planning Advantages 

In many cases, incorporation may provide 
substantial estate planning advantages. Once 
the business has been incorporated, the 
stock may prove to be a useful medium for 
the transfer of business, 
particularly to trusts for minor children 
The stock may also be used to make trans- 
fers to a custodian for minor children under 
the Uniform Gifts to Minors Act which 
has today been adopted in 30 states. By 
incorporating, the owners will then be able 
to sell some of the stock and thereby estab- 
lish a value for the business. This will be 
useful not only in the making of gifts, but 
time for 


interests in the 


in establishing a value ahead of 


estate tax purposes 


Another tax factor relating to estate plan- 
ning arises with respect to Section 303 of 
the Code. Under that provision, a distribu- 
tion of property to a shareholder in redemp- 
tion of part or all of the stock of the corpo- 
ration which is included in determining the 
gross estate of a decedent will be held not 
to be a taxable dividend if all of the stock 
of such corporation which is included in the 
decedent’s gross estate is more than 35 per 
cent of the value of the gross estate or more 
than 50 per cent of the taxable estate of 
the decedent. In the case of two or more 
corporations, if more than 75 per cent in 
value of the outstanding stock of each cor- 
poration is included in the decedent's gross 
estate, then the stock will be treated as the 
stock of a single corporation. The benefits 
of Section 303 should be considered at the 
time of incorporation if the redemption of 
the stock may be needed for the payment of 
estate taxes on the death of the owner of 
the business. 


Tax Precautions at Time of Incorporation 
At the time of incorporation, many deci- 
sions must be made which will involve con- 
tinuing and important tax consequences. 
One of the most important decisions to 
make at the time of incorporation relates to 
the number of corporations to be formed. 
Of course, the greater the number of corpo- 
rations formed, the more certainty there 
will be that the income of the business will 
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be kept in the 30 per cent tax bracket. It 
is important, however, that there be sub- 
stantial business reasons for having more 
than one corporation. The time to set up 
separate corporations is at the outset, since 
it will be easier to form several corpora- 
tions out of a partnership business than to 
split off a part of a corporate business later. 

Another tax factor to be borne in mind 
at the time of incorporation relates to Sec- 
tion 1239 of the Code. Under this section 
of the Code, the gain arising to the trans- 
feror from the sale or exchange of property 
between an individual and a corporation 
more than 80 per cent of the outstanding 
stock of which is owned by the individual, 
his spouse and his minor children or minor 
grandchildren, will be taxed as ordinary 
income rather than capital gain. 


Where a partnership business is to be 
incorporated, it will be important to deter- 
mine whether the partnership should be 
first dissolved and the then trans- 
ferred to the corporation for stock, or 
whether the partnership should transfer its 
in exchange for 
stock and then have the partnership dis- 
solved. The answer to this will depend 
upon the basis of the assets in the hands of 
Iti the basis of the assets 
held by the partnership is greater than the 
basis of the partnership interest to each of 
the partners, then it will be desirable to in- 
corporate at the outset and thereafter liquidate 
the partnership. On the other hand, if 
the basis of the partnership interest is 
than the basis of the firm in its 


assets 


assets to the corporation 


the partnership. 


greater 


assets, then the partnership should first be 
liquidated and the individual partners should 
thereafter incorporate. 

Another tax factor certainly to be borne 
in mind at the time of incorporation is the 
effect of possible sales taxes imposed by the 
state and local governmental bodies. 

Congress has provided in Section 248 
of the 1954 Code for the amortization of 
corporate organizational expenses over a 
60-month period. No such deduction is 
presently provided for the expenses involved 
in organizing a partnership. There is some 
indication, however, that a similar deduc- 
tion for partnerships may be urged on Con- 
gress, and equal treatment for partnerships 
would seem warranted. 


CONCLUSIONS 


In determining the choice between the 
corporate and partnership forms, it is obvious 
that the choice must depend upon the par- 
ticular facts in every would be 
most unwise to push general rules too far. 


case. It 


It must also be borne in mind that tax con- 
siderations are not the only 
taken into account in making a decision in 
this matter. Certainly intelligent, careful 
and thorough analysis will pay dividends to 
the taxpayers involved. The decision is a 
long-range one which must be made with 
the realization in mind that circumstances 
may through the years. Of 
thing we may be sure, the price of 
guessing on the part of the taxpayer will 


[The End] 


ones to be 


change one 


Sect mynd 


come high. 


$10 BILLION IN BUDGET SAVINGS 


Savings of well over $10 billion in 
nondefense spending in the federal 
budget would be achieved, says Fred 
Rogers Fairchild, Knox Professor 
Emeritus, Economics, Yale Univer- 
three principles were 


sity, if basic 


observed 

The three basic principles, presented 
in the November, 1957 Tax Review, 
a Tax Foundation, Inc. publication, 
are that government should not do 
what the people can do equally well 
ior themselves; every function as- 
signed to government should be per- 
formed at the lowest practicable level; 
and the sovereign power of the states 
should be preserved. 


Applying these principles, Mr. Fair- 
child would take the federal govern- 
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ment out of the loan business and 
out of the electrical power business. 
He would have it trim veterans’ ex- 
penditures to those for service-connected 
disabilities, and terminate farm-support 
programs. He also advises that it 
relinquish all authority over public 
assistance, as well as highway 
struction and public education, to 
state and local governments, and 
terminate or narrow housing subsidies, 
aids to water transportation, adminis- 
tration of the unemployment com- 
pensation system, many public works 
projects and mail subsidies to users 
of other than first-class mail. 

Mr. Fairchild holds that his drastic 
program is needed to reverse the 
situation to which past drastic legis- 
lation has brought us. 
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Cost Factors 


of Small Pension Plans 


By GORDON D. SIMONS 


The writer feels that small companies are not giving sufficient consideration 

to the unique benefits of a pension plan. This article explains and gives 

an example of how an accountant can compute costs of a small 

pension plan so that the management of a small company can make preliminary 


decisions as to the practicability of such a plan. 


Mr. Simons is a 


Kansas, Minnesota and Missouri attorney, and a Minnesota and Kansas CPA. 


ieee public accountant stands in a po- 
sition of opportunity and responsibility 


with respect to furnishing his clients with 
information relative to qualified employees’ 
$01, 501 and 
Code, at 


responsible 


trusts under Sections related 
Re venue 


least to the extent that he its 


sections of the Internal 
for assembling data and preparing federal 
income tax returns. 


Other professional advisers—the attorney, 
the trust officer, the 
and the have 
opportunity, but the accountant is unique 
that to him the 


insurance underwriter 


actuary—may also such an 


business facts 
is trained 
Most 


have a slack season when they 


or accessible, and he 
and presenting cost data 
may pause, 
take stock of their clients’ tax problems and 
prepare the from which a 


company least, make preliminary 


necessary data 
can, at 
decisions with re spect to an emplovees’ plan. 
Thereafter, the company may call in othe 


prote ssional advisers as nec¢ ssary 


Too often a small company does not give 
adequate consideration to a plan 
because the benefits and the costs have not 


been explained. 


pension 


The accountant is in the 
best position to make the initial explanation. 
With a little work, he can prepare cost data 
that will tell the what it needs 
to know. Precise actuarial computation can 
come later. 


company 


In general, there are two types of em 
ployees’ trusts which may qualify under the 
Code: profit-sharing trusts and pension trusts 
Both must be nondiscriminatory with re- 
spect to employees, and both must be for 


Small Pension Plans 


the exclusive benefit of the How 


empl yyees 


ever, the incidental and rmissible bene 


fits to the employer and to the employee 


stockholders are 
have studied the 
better known to the « 1all companies 


11 


1:1 


In a 
to find that the 
among the highest paid and those wit 
longest Accordingly, the 


small corporation, Ww are LIK€ 


' ae 
employee-stockhold 


ers a®&e¢ 
1 the 
benefits 


provided for them would ordinarily be 


1 
service, 


among 


the highest benefits. Such a result does not 


automatic disecrimin: 
d pension | 
ees and those wit! 
be provided for, in a fair manner, even 


though they per » be ste 


ckholders 
These employees are ten the ones who 


may benefit most from certain collateral 


benefits: the provisions of Section 402(a)(2), 
providing for capital gains treatment for 


certain distributions; the provisions of Sec- 
tion 2039(c), providing for exemption from 


certain distributions; 


and 
accumulation 


taxes tor 
the inherent 


estate 
income tax-free 


ot increment on trust funds 


It is natural that these collateral 


benefits weigh 


only 
alongside the more 
immediate and primary purpos« 


heavily 
of provid- 
ing adequate benefits for other employees 

Both the profit-sharing plan and the pen 
sion plan are somewhat complicated, and 
both are hedged with certain requirements 
and limitations not often known or under- 
stood by the layman, the business head or 
the stockholders, who, in the last analysis, 


} ’ 
approve n empiovees 


benefit plan 
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There is no good definition of a small 
company nor need there be for our pur- 
poses. If the plan is otherwise qualified, 
the participants may number one or more. 
While many companies with few employees 
have installed profit-sharing plans, fewer 
have established pension plans, particularly 
of the self-administered type. This is per- 
haps because the relative benefits of the 
pension plan are not fully understood, or 
there is the impression that a pension plan 
creates a large fixed obligation payable in 
years of losses as well as years of profit, 
or because it is considered that an element 
of mortality must be included which, with 
a limited number of employees, would cre- 
ate a risk which it would be unwise for a 
small company to assume. 

It is not the purpose here to compare the 
relative merits of a profit-sharing plan as 
against a pension plan, nor a self-adminis- 
tered plan against an insured plan. Rather, 
some of the benefits that may be obtained 
through a pension plan will be mentioned, 
and we will see if these benefits are reason- 
ably obtainable by a small company with 
only a few employees. 

A trusteed, self-insured pension plan is 
indicated where the following objectives are 
sought: (1) The highest possible retirement 
income for the least cost. (2) Adequate 
benefits for older employees at the least 
(3) The largest collateral benefits for 
employee-stockholders. (4) A large meas- 
ure of flexibility in funding requirements, 
while providing adequate recognition for 
past service with the company. 


cost. 


To provide the highest possible retirement 
income for the least cost, not only must 
expenses, such as fees and loading, be kept 
to the minimum, but funds must be invested 
to provide for the maximum increment. 
Also, funds must be channeled to provide 
for actual retirement of employees remain- 
ing in the service of the company until 
retirement age, rather than having a portion 
of the funds diverted to death and severance 
benefits prior to retirement age. 


A self-administered pension plan is par- 
ticularly suited to the above objective. A 
number of trust companies are not inter- 
ested in small trust funds. The small com- 
pany can appoint a company officer or the 
company attorney as trustee; the necessary 
clerical work can be done by the company’s 
bookkeeper; and administrative costs can 
be kept to the minimum. A small plan can 
solve its investment problems by the use 
of mutual funds, many of which have estab- 
lished an enviable record. 


The planned benefit may be stated in 
monthly income, beginning with actual re- 
tirement, at or after retirement age, payable 
so long as the participant may live. This 
benefit can, of course, be expressed as a 
sum of money, the actuarial equivalent of 
the benefit. Provision may be made that 
when the circumstances warrant, the pay- 
ments can be made in another form which 
will be the actuarial equivalent of the basic 
benefit, for instance, a joint annuity for the 
pensioner and his wife. The benefit may be 
integrated with social security, providing a 
fair total benefit for all. 

The benefit may remain unvested until 
retirement age, that is, there need be no 
death benefit or severance benefit when an 
employee dies or leaves the company prior 
to retirement age. Thus, the funds that 
would otherwise be diverted for such bene- 
fits remain in the plan and are available to 
support higher benefits for employees actu- 
ally remaining with the company until re- 
tirement age. 

At best, the cost of pensions for older 
employees will be high. The elimination 
of death benefits and vesting will channel 
available funds to older employees. This is 
often the only way adequate pensions may 
be provided with the limited funds available. 

Employee-stockholders usually have con- 
siderable past service and are usually among 
the higher paid. A pension plan is the only 
plan that can give adequate recognition to 
both these factors. 

As a condition to continued qualification 
of a pension plan, the Internal Revenue 
Service requires that all current costs and, 
at least, the interest on “past service” cost 
be fully funded as of each anniversary of the 
plan, except in cases of business necessity. 

The Internal Revenue Service permits a 
wide variety of methods of funding, some 
of which produce “normal costs” and “past 
service costs” for the purpose of income tax 
deductions that have little resemblance to 
reality. Thus, may be funded and 
claimed as tax deductions more rapidly than 
minimum necessary funding. In this man- 
ner, “fat” can be built in the fund that will 
provide flexibility in funding for later years. 
Most companies will want to contribute and 
take as an income tax deduction the maxi- 
mum amount, at least in the first year of 
the plan. This immediately creates “fat” 
and provides for flexible contributions in 
later years. 


costs 


While costs for the purpose of income tax 
deductions may be computed in a number 
of ways, some of which give the company 
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little insight with respect to eventual costs 
or continuing annual costs, we are not 
concerned here with allowable income tax 
deductions or the methods of claiming them. 
Rather, we are concerned with casting costs 
in a form that will be understandable by 
the company and will give it workable data 
upon which a decision as to the practica- 
bility of the plan can be made. 


This latter objective may be achieved by 
the following approach: 


The planned benefit for each eligible em- 
ployee is projected to retirement age and 
converted into a dollar amount necessary, 
at that time, to provide such benefit. The 
amount necessary for each dollar of monthly 
retirement income, can be obtained from an 
actuary; it can be computed from mortality 
tables and a table of compound interest; or 
the figure may be obtained from an insur- 
ance company, for example, the current rate 
they would charge for an annuity to provide 
the planned benefit, if purchased at retire- 
ment age. While the insurance company 
figure will be higher because of expense 
loading, a lower rate of assumed interest 
and, perhaps, more conservative tables of 
mortality, many companies wish to provide 
for the higher amount, which would allow 
them to shift the administrative cost and 
mortality risk to an insurance company with 
respect to retired employees. 


After the amount necessary at retirement 
age is determined, determination of an an- 
nual deposit which would be necessary to 
produce this sum is made. Here we assume 
that the deposits commence at a time the 
employee would first become eligible for the 
plan, had the plan been in existence when 
the participant was first employed by’ the 
company. The factor for this computation 
can be obtained from a compound interest 
table where no mortality is involved. Where 
there is no death benefit to the employee 
prior to retirement age, the factor may be 
obtained from a table similar to the one 
reproduced in this article. 


The sum of the annual deposits for all 
participants, as computed above, will repre- 
sent the normal annual cost of the plan. 
This, of course, does not take into account 
increases in the number of participants or 


any general raise in compensation. These 
changes in: the employee pattern will cail 
for adjustments as they occur. Neither does 
it take into account the release of funds oc- 
casioned by employee turnover where there 
is no severance benefit. Where the table 
discounted for mortality is used, the costs 
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do take into account the release of funds 
occasioned by deaths. 


Normal deposits, so computed, presum- 
ably take into account normal increases in 
compensation and the replacement of em- 
ployees leaving or dying. While compen- 
sation may normally increase because of 
length of service, employees who quit, die 
or retire may be replaced by younger em- 
ployees with lower requirements for normal 
deposits than pertained with respect to the 
employees they replaced. Thus, while year- 
to-year adjustments must be made in the 
normal deposits, so long as the employee 
pattern does not radically change, the nor- 
mal annual deposits, as computed above, 
may be considered to be the normal cost 
of the plan for the purpose of deciding 
whether the company wishes to establish a 
pension plan. 


Consideration must be given to the past- 
service cost encountered when a plan is first 
started. A new employee entering the plan 
will be provided for by the accumulation 
of the annual deposits made for him; but 
the employees entering the plan when it 
is first established will usually have a 
number of years of past service for which no 
deposits have been made. This gives rise 
to a one-time, initial cost for past service, 
or the cost of catching the plan up to date. 
When this past-service liability has been 
completely funded, the sum of the normal 
annual deposits will represent the entire 
cost to the company, modified only by gains 
and losses. Gains and losses represent the 
difference between actual and assumed ex- 
perience with respect to expenses, incre- 
ment, mortality, etc. 


To compute the amount of the past-serv- 
ice liability, the annual deposits for each 
participant are projected over the years of 
future service by the use of a compound 
interest table, and the fund provided by the 
annual deposits is determined. The fund, 
with respect to each participant, is then 
subtracted from the total fund necessary for 
him at his retirement age. The balance, not 
provided by annual deposits, is then dis- 
counted by the number of years of expected 
future service. Where mortality is not an 
element, the discount factor may be ob- 
tained from a compound interest table, and 
where there is no death benefit prior to 
retirement age, the discount factor may be 
obtained from a table similar to the one 
reproduced with this article. The sum of the 
discounted amounts equals the company’s 
liability for past service. 
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The normal annual deposit will usually 
be found to be a quite manageable sum and 
no great burden upon any company con- 
sidering a pension plan. The past-service 
liability is likely to be high enough to cause 
the company to pause. But in a small com- 
pany, the benefits provided for employee- 
stockholders will usually constitute a sizable 
percentage of the past-service liability, and 
this may be a deciding factor in the adop- 
tion of the plan. 


In presenting “costs” of a pension plan 
for consideration by a company, it must be 
remembered that the plan sets forth definite 
benefits. These benefits may vary because 
of increase or decrease in employees and 
increase or decrease in compensation. As 
of the beginning and at any anniversary 
thereafter of the plan, the planned benefits 
may be projected to retirement age and 
stated as a sum of money necessary to pro- 
vide the benefits. This will be the actuarial 
equivalent of the benefits. The outlay of 
cash required as deposits by the company 
will also be the actuarial equivalent of the 
sum necessary, at retirement age, to provide 
the planned benefits. In computing the 
necessary outlay, certain factors like ex- 
pense, increment and mortality, if pertinent 
to the plan, must be estimated and a pattern 
of estimated funding chosen. To the extent 
that the assumptions vary from actual ex- 
perience, will vary. The timing of 
contributions will affect the cash outlay 
required; the larger the fund and the longer 
the accumulation period, the greater will be 


costs ot 





Average 
Compensation 


Name Annual Monthly 
$ 9,600 $ 800 
6,000 500 


3,600 300 


Red 
White 
Blue 
Total $19,200 $1,600 
Based on 5 per cent interest, which the 
company thinks the fund can gain in incre- 
ment, and on the 1937 Standard Annuity 
Table of Mortality, the amount necessary 
at age 65 for males would be approximately 
$124 for each $1 of monthly income, payable 
for life. However, the company feels that 
a sum should be provided at age 65, which 
would allow a purchase of a commercial 
annuity from a life insurance company, so 
that the fund would bear no risk of mor- 
tality or increment with respect to retired 
employees. After some shopping around, it 
is found that such an annuity could be pur- 
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45 
30 


Age 
60 


the proportion of the necessary fund, at 
retirement age, that will be provided by 
tax-free increment. 

Where realistic assumptions as to expense, 
increment and mortality are made, gains and 
losses should average out and need not be 
estimated in the costs when considering the 
adoption of a plan. The following excep- 
tions must immediately be made. If the 
number of participants increases, or the 
general level of salaries increases, costs will 
increase. Where no severance benefits are 
paid by the plan, gains will be realized when 
an employee leaves. Cost variations in these 
latter categories are not readily susceptible 
to evaluation prior to their occurrence. To 
some extent they will offset one another. 
In any event, these changing employee pat- 
terns will affect the business more in other 
ways than they will pension costs. 


Example of Small Pension Plan 

The company has only three employees, 
Mr. Red, Mr. White and Mr. Blue. The 
planned pension, at age 65, is a monthly 
sum payable for life, equal to 1% per cent 
of average monthly compensation, times the 
number of years of service with the com- 
pany, but from which primary social security 
benefits will be deducted. 

The company to know what its 
normal annual obligation will be, and _ it 
wants to know its past-service cost, that is, 
the cost of bringing the plan up to date. 


wants 


Pertinent information’ may be scheduled 
as follows: 


Years Service 


Monthly Pension 


Social 
Total Security 
40 
30 


40 


Total 
$480 


Past Future Net 


35 $< 
10 


» 


$108 
108 
O8 


0 


5 


> 
2 
x | 





$88: $314 


571 





chased for $147.60 for each $1 of monthly 
income, payable for life, if purchased at the 
employee's age 65, This is about 19 per cent 
higher than the table costs» and reflects 
loading, more conservative interest and, per- 
haps, more conservative mortality on the 
part of the insurance company. The com- 
pany realizes that the costs of commercial 
annuities may increase and that it will be 
necessary to check costs from time to time 
in order to keep the plan fully funded. 


It now necessary to determine the 
amount of deposits required over the years 


Is 
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of future service of the employees up to 
retirement age, in order to provide the funds 
necessary to purchase the commercial annu- 
ities. The company wishes to assume that 
the fund will earn 5 per cent increment 
and that should any employee die before 
age 65, no benefit shall accrue for him. 


Since the group is small, it is unlikely 
that average mortality will prevail, so we 
first compute costs on the basis of no mor- 
tality, this being the highest cost that can 
be experienced with respect to this element, 
and then we will compute costs on the basis 
of age mortality, which will 


aver represent 


Expected 
Monthly 


Name Pension 


Red 
Blue 
Total 


Based on the existing employee pattern, 
the $777 represents the normal deposit each 
year under the plan, had it always been in 
In theory, normal salary in- 
because of length of service are 
offset by younger employees coming into 
the plan at lower salaries. Employees leav- 
ing, dying or retiring are offset by their 
replacements. This, of course, will not work 
perfectly, especially with small groups, but 
over a period of years, these elements 
should work in tolerable limits. 


existence. 


creases 


Since there have been no deposits in the 
years prior to the inauguration of the plan, 
there is a past-service cost that will not be 
met by normal annual deposits during the 


Years 
Future 
Service 


Normal 
Annual 
Deposit 


$434 5 


247 ( 


Name 
Red 
White 


Blue 


? 
2° 
ID 


Balance Fund 
Necessary 
at Age 65 


Future 
Service 
Red 5 
White 20 
Blue ES 
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Years 
Total 
Service 
40 
White 30 
: 1() 


average costs. Of course, if more mortality 
is experienced than average, the costs will 
be lower than average, and conceivably, all 
employees may die before age 65, in which 
case the plan would have no costs with 
respect to these three employees, and the 
funds accumulated would represent a “gain” 
to be applied to the pension costs for new 
emplovees. The of the two 
computations in this instance is to inform 
the company to the extent of possible 
additional costs in the event of an untavor- 
able mortality experience. 

To 


mortality: 


importance 


as 


compute costs on the basis of no 


Annual Deposit 
to Grow to $100 
Over Years of 
Service, at 5% 


Normal 
Annual 
Deposit 


$434 
247 


96 


Fund Neces- 
sary at Age 65 
Factor $147.60 
$54,907 $ .79 
17,269 1.43 


12,103 19 


$84,279 7/7/ 





This past-service cost ap- 
and 


life of the plan. 
plies to present employees, 
funded, the normal annual cost, as computed 
fund the plan, ad- 
the employee 


once it is 


above, will completely 
justed only for 
and compensation patterns. 


changes in 

To compute the present liability for past- 
service we determine the fund that 
will be provided at age 65 from the deposit 
of normal costs over the future of 
The fund thus provided is 
at 


costs, 


service 
the employees. 
subtracted from the total fund necessary 
that time, and the balance is then discounted 
back to the present age of the employees 
to obtain the present liability for past service 


Fund at 
Age 65 from 
Normal Annual 
pound Interest Deposits 

$ 5.80 $ 2,517 
34.72 8,576 


94.84 9,105 


Amount of $1 
Per Year, 
at 5% Com- 


Balance Fund 
Necessary 
at Age 65 
$52,390 

8.693 
? QO8 


$20,198 


$64,081 


Present Lia- 
bility for 
Past Service 
$41,048 
37.69 3,276 
18.13 544 


Present Worth of 
$100 at Age 65, 5% 
Compound Interest 
$52,390 $78.35 


8,693 


$64,081 $44,868 





Because of the added factor of mortality, a slightly different approach in determining 


liability for past service must be made. 


Years Service 
—-—— Fund 
Necessary 
Total Future at Age 65 
40 5 $54,907 
30 20 17,269 
40 35 12,103 


$84,279 


Total 
$ .58 


Per Cent 
Level Deposit 


Level Deposit 
from Table 





Normal 
Annual 
Deposit 


Total of 

Future 

3.63% 
47.01 
73.42 


Balance 
of Future 
96.37% 
52.99 
26.58 


Future 
$15.97 
2.34 
79 


1.10 
58 


The last percentage in the above table is the portion of the amount necessary at age 
65 which must be provided by past-service liability, The present value is obtained as follows: 


Fund 
Necessary 
at Age 65 

$54,907 

17,269 

12,103 


Red 
White 
Blue 


$84,279 


Per Cent 
Past 


96.37% 
52.99 
26.58 


Present 
Liability for 
Past Service 

$36,892 

2,584 
414 


Single 
Deposit 
from Table 
$69.72 
28.24 

12.86 


Amount 


$39,890 


SUMMARY 


Normal Annual 
Deposit 





No 
Mortality Mortality 
$434 $318 
247 190 
96 70 


Name 
Red 
White 
Blue 


$777 


In this example, no death benefit means 
a savings of 25.6 per cent in normal costs, 
and 11.1 per cent in past-service liability, 
yet it does not appear that unfavorable 
mortality experience would jeopardize the 
plan. In addition to the other factors men- 
tioned that might affect the costs shown, 
turnover could be expected to reduce costs 
if there is no severance benefit. 

The above computations may be used to 
give the company an idea as to costs of the 
plan without resort to the more detailed 
computations of an actuary. These figures 
may also give some idea as to allowable in- 
come tax deductions. Under the special 
rules of the government, normal annual 
costs may be computed at a much higher 
figure than shown, but eventual costs to the 
company are not affected by the method of 
computation. A method providing for faster 
funding will require less cash outlay by the 
company, because a greater portion 
eventual costs will be met by increment of 
the fund. 


24 


of 


Balance 


$199 


Past Service 
Liability 


No 
Mortality 


$41,048 
3,276 
544 


Balance 

$4,156 
692 
130 


Mortality 
$36,892 
2,584 
414 


$116 
57 
26 
$4,978 


$44,868 $39,890 


Building Table of Cost Factors Using Any 
Retirement Age, Any Rate of Assumed 
Increment and Any Mortality Table 


Single deposit at any age.—Prepare a 
column of mortality for all pertinent ages. 
To do this, divide the number living at each 
age into the number living at retirement 
age and enter as a percentage. In a second 
column, enter the present worth of $100 
for the number of years remaining from that 
age to retirement age. This can be obtained 
from a compound interest table for your 
assumed rate of interest. Multiply column 
1 by column 2. You have the single deposit 
necessary for each age. 


Level deposit for each year.—Enter the 
single deposit for the year immediately 
preceding retirement age as the level de- 
posit for that age. This makes sense, since 
you have only one deposit in either case. 

To get the level deposit for the second 
year preceding retirement, add the recip- 
rocals of the first and second years preced- 
ing retirement and then take the reciprocal 
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Cost Factors Based on 5 Per Cent Compound Interest and 
Mortality on 1937 Standard Annuity Table 


To Provide Fund of $100 for Male at Age 65 


Level Deposit 

Each Year 

Through Deposit 
Age 64 This Age 

a $ 39 $ 7.03 
41 7.39 

43 a4 

21 46 17 
22 49 59 
23 52 9.03 
24 So 9.50 
25 58 9.98 
26 62 10.50 
27 .66 11.04 
28 70 11.61 
29 FF ibs 12.22 
30 79 12.86 
31 85 13.53 
32 20 14.24 
ae 96 14.98 
34 1.03 15.77 
35 1.10 


16.61 
36 1.18 17.48 
37 1.26 


18.42 
38 1.36 


19.41 
39 1.46 20.45 
40 La 


21.57 
41 1.69 22.75 


Single 


of the sum of the reciprocals. These recip- 
rocals may be obtained with sufficient ac- 
curacy from a table of reciprocals going to 
1,000. 

To get the level deposit for other years 
preceding retirement, the reciprocal of the 


Level Deposit 
Each Year 
Through 
Age 64 


Single 

Deposit 

This Age 
24.00 
25.32 
26.73 
28.24 
29.84 
31.55 
33.37 
35.32 
37.41 
39.66 
42.05 
44.64 
47.43 
50.43 
53.68 
57.20 
61.02 
65.18 
69.72 
74.68 
80.11 


© 90 
Pw 


1 + 

~ ™Ns 
CNW 

Aunsokr bh vn 


J 


PW WWNNNN: 
NW 
3 


v 


4.60 
5.16 
5.84 
6.65 
7.67 
9.94 

10.60 

59 12.83 

60 15.97 

61 20.72 

62 28.68 

63 44.67 86.09 

64 92.70 92.70 

65 100.00 


One Who 


_s 
~ 


Imo on wn Unt on © 


1 


4 
~ 


uit 


single deposit for that year is added to the 
sum of the reciprocals of all single deposits 
between that age to and including the year 
immediately prior to retirement age, and 
the reciprocal of the sum of such accumu- 


lated reciprocals is taken. [The End] 


GOVERNMENT FLEXES ITS MONEY MUSCLES 


The money muscles of government 
got a bigger workout in calendar year 
1956 than in any previous year in 
America’s history, according to figures 
compiled by the Bureau of the Budget. 
A chart prepared by the Institute of 
Life Insurance from Budget Bureau 
figures shows that total government 
spending in 1956 reached $105.2 bil- 
lion, topping the previous peaks of 
$103.1 billion reached in 1944 and 
1953, both years of wartime spending. 
While spending for national security 
was down, civilian expenditures by the 
federal, state and local governments 
more than made up the difference. 
3ut while federal civilian expenditures 
have only doubled in the last ten 


Small Pension Plans 


years, state and local spending has 
more than tripled. A tabulated break- 
down tollows: 

Other 
State 
and 
Local 


$ 8.4 
49.6 6.5 7.9 
88.6 7.0 7.5 
21.2 15.8 10.0 
16.0 19.5 15.9 
18.5 22.4 20.3 
37.3 20.7 21.4 
48.8 22.6 22.9 
51.5 26.0 25.6 
43.0 26.4 28.4 
41.2 27.8 31.0 
41.6 29.8 33.8 


Total National 

Spend- Secu- 
Year ing rity 
1940 
1942 
1944 
1946 
1948 
1950 
1951 
1952 
1953 
1954 
1955 


1956 


Fed- 
eral 
$ 18.5 aa $29 
64.0 
103.1 
47.0 
51.4 
61.2 
79.4 
94.3 
103.1 
97.8 
100.0 
105.2 





Manufacturers Exemption 
from the Pennsylvania Capital Stock 


The State of Pennsylvania imposes a capital stock tax on 

domestic corporations and a franchise tax on foreign corporations doing 
business in the state. An exemption from these taxes has been 

on the books since 1943—an exemption to apply to corporations engaged 
in manufacturing in Pennsylvania—but it has been postponed by each 
successive legislative session except the last one. This provision is actually 
a revival of a similar exemption which existed from 1885 to 1934. 

This article examines some of the administrative rulings and court decisions 
under the old exempton as a guide to the interpretation of the new one. 


A> OF THE BEGINNING of the new 
l year, corporations engaged in manufac- 
turing in Pennsylvania appear destined at 
last to enjoy the long-promised benefits of 
the manufacturers’ exemption from the Penn- 
sylvania capital stock and franchise taxes. 
This exemption has been on the books since 
1943, but its effective date was postponed 
by each successive session of the Penn- 
sylvania Legislature, except the most recent 
one. Since the legislature is not scheduled 
to meet in 1958, taxpayers now appear vir- 
tually certain to enjoy the exemption for at 
least one year. 

The new exemption is actually a revival 
of a exemption which existed in 
varying forms from 1885 to 1934. Hence 
the administrative rulings and court deci- 
sions under the former exemption furnish 
an excellent guide to the interpretation of 
the new one. This article will be devoted 
to the examination of some of these deci- 


similar 


sions and rulings. 


Summary of Capital Stock 
and Franchise Taxes 


Perhaps it should first be explained by 
way of general introduction for those not 
familiar with Pennsylvania corporate taxes, 
that Pennsylvania imposes a capital stock 
tax on domestic corporations and a fran- 


chise tax on foreign corporations doing 
business in Pennsylvania. 

The capital stock tax is said to be a 
property tax imposed on the assets of cor- 
porations, but it is actually measured by 
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the value of their capital stock. The entire 
value of the capital stock of every Penn- 
sylvania corporation is not taxed, of course, 
and there are appropriate exemptions for 
assets emploved outside the state and for 
stock of subsidiary corporations, as well as 
other exempt investments. Since the value 
of the capital stock is the tax base and the 
exemptions are applied by excluding assets, 
the taxable value of capital stock is deter- 
mined by applying to the total value a ratio, 
or fraction, the numerator of which is tax- 
able assets and the denominator, all assets 
This fraction of the total value of the capital 
stock becomes the base to which the five- 
mill rate is applied in determining the tax 

The franchise tax, imposed upon the ex- 
ercise of the privilege of conducting busi- 
ness activities within the state, is measured 
by the portion of the value of the capital 
stock of foreign corporations considered to 
be employed within the state. This portion 
is determined by first ascertaining the ratio 
of three factors—gross receipts, wages and 
salaries, and tangible property—attributable 
to Pennsylvania to the total of each of these 
factors attributable to activities everywhere. 
Each of the resulting fractions is applied to 
one third of the value of the capital stock 
in order to obtain, when the three products 
are added, the portion taxable in Penn- 
sylvania, and the five-mill rate is applied 
to this base. 

The capital stock tax dates from 1840, 
was made applicable to foreign corporations 
in 1868, and until 1935 continued to apply 
to both domestic and foreign corporations. 
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and Franchise Taxes 


By SAMUEL C. HARRY 
Associate in Morgan, Lewis & Bockius, 


Philadelphia 


In 1935 the capital stock tax law was amended 
to impose a franchise tax on foreign cor- 
porations in lieu of the capital stock tax.’ 


Purpose and History of Exemption 

The avowed purpose of the manufac- 
turers’ exemption is to encourage the growth 
of industries in the state and to put Penn- 
sylvania in a more favorable competitive 
position with other states in promoting its 
economic growth 

The reasons given today in support of 
the exemption are very similar to those 
advanced as early as 1889, In discussing 
the purpose of the act of 1885 exempting 
manufacturers from the capital stock tax, 
the court in Commonwealth v. Northern Elec- 
tric Light & Power Company? said: 

“When the act of 1885 was passed laws 
had been made in adjoining states which 
gave encouragement to the establishment 
of factories by exempting them from cer- 
tain forms of taxation. The mischief to be 
remedied was the danger that such legis- 
lation might lead to the removal of capital 
and labor from this state to others, to the 
detriment of the business and prosperity of 
our own. The remedy provided was the re- 
moval of the tax imposed by the act of 1879, 
to remove the inducement to leave 
the state. It was as broad as the mischief 
which it was intended to meet, and made 
applicable to the class which since 1836 it 
had been the policy of the state to encourage, 


so as 


1Act of May 16, 1935, Pamphlet Laws 184, 
Sec. 1. 

2145 Pa. St. 105 (1891) 

3 Vommonwealth v. Lackawanna Iron & Coal 
Company, 129 Pa. St. 346 (1889). 

Act of June 1, 1889, Pamphlet Laws 420, 
Sec. 21. 

5 Commonwealth v. Thackara 
Company, 156 Pa. St. 510 (1893) ; 


Manufacturing 
Commonwealth 


Manufacturers’ Exemption 


‘manufacturing corporations’.  % 
that class of productive industries which 
the legislature had sought to encourage as 
a means of bringing and keeping within our 
borders capital and labor, to be employed 
in the development of our mineral wealth, 
and in the production of the of 
commerce.” 


ViZ., 


staples 


The exemption, trom Pennsylvania cap- 
ital stock taxes, of corporations engaged in 
manufacturing dates from the act of 1885 
which abolished all state taxes levied upon 
manufacturing corporations. In the early 
cases involving the manufacturing exemp- 
tion granted by the act of 1885, the com- 
monwealth contended that the exemption 
should apply only to those corporations 
“exclusively organized for manufacturing 
purposes,” and capital stock was 
“exclusively employed in manufacturing.” 
Under this construction, manufacturing cor- 
porations having the right to engage in non- 
manutacturing activities such as mining or 
having capital stock invested in assets not 


whose 


used in the manufacturing business, would 
not have been entitled to any exemption. 
However, the courts rejected this strict con 
struction, ruling that the fact that a manu 
facturing corporation had part of its capital 
stock invested in nonmanufacturing business 
operations or in securities or other invest 
ments did not deprive it of the exemption 
with respect to the portion of its capital 
actually employed in manufacturing.’ 

tighten the ex- 
1889 provided that to 
qualify for the exemption, a corporation 
must be 


In an evident attempt to 
emption, the act of 


for manu- 
facturing purposes” and be “actually carry 
ing on manufacturing within the 

This did not result in 
any significant tightening of the exemption, 
for the courts continued to hold that corpo- 


“organized exclusively 
state.” * 


change actually 


rations incorporated for manufacturing pur 
poses under the General Corporation Act 
of 1874 were “organized exclusively for 
manufacturing purposes” and entitled to the 
exemption, notwithstanding the fact that 
they had charter powers to engage in busi 
ness other than manufacturing or that they 
engaged in activities in addition to manu- 
facturing which were not authorized by 
their charters.° So much of the capital stock 





v. J. B. Lippincott Company, 156 Pa. St. 513 
(1893); Commonwealth v. Pottsville Iron €& 
Steel Company, 157 Pa. St. 500 (1893): Common- 
wealth v. Juniata Coke Company, 157 Pa. St 
507 (1893); Commonwealth v. Savage Fire Brick 
Company, 157 Pa. St. 512 (1893): Commonwealth 
v. National Oil Company, 157 Pa. St. 516 (1893): 
Commonwealth v. William Mann Company, 150 
Pa. St. 64 (1892) 
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as was invested in and actually employed 
in manufacturing within the state was ex- 
empt, although that part invested in any 
property or business not incident or appur- 
tenant to the manufacturing business was 
taxable; and the capital stock was appor- 
tioned in accordance with these respective 
uses of it. 

The courts construed the words “organ- 
ized exclusively for manufacturing purposes” 
as intended solely to strike at certain cor- 
porations organized under special charters 
with the right to engage in multiple busi- 
ness activities, with powers conferred in 
such broad and vague terms that it was 
difficult to say what was authorized. Thus 
a corporation chartered under special acts 
of 1871 and 1872 which granted it many 
powers, none relating distinctively to manu- 
facturing, was denied the exemption even 
though engaged exclusively in the manu- 
facture and sale of electrical appliances.* 


The effect of these cases having been 
virtually to deny significance to the use of 
the word “exclusively” in the statute, the 
legislature bowed to this result, and in 1893 
amended the exemption to apply to “the 
capital stock of corporations organ- 
ized for manufacturing purposes, which is 
invested in and actually and exclusively em- 
ployed in carrying on manufacturing within 
the State, it being the object of this 
proviso to relieve from State taxation only 
so much of the capital stock as is invested 
purely in the manufacturing plant and 
business.” * 


The exemption remained unchanged in 
this respect until its repeal in 1937. Thus 
to qualify for the exemption, a company 
must have been organized for manufactur- 
ing purposes, but need not have been or- 
ganized exclusively for such purposes. It 
may have had other powers not connected 
with manufacturing or it may have had 
capital stock invested in property not used 
in the manufacturing business. However, 
the exemption only applied to the capital 
stock employed in carrying on manufactur- 
ing in Pennsylvania. That portion of the 
capital stock “invested in any property or 
business not strictly incident or appurtenant 


® Commonwealth v. Westinghouse Electric & 
Manufacturing Company, 151 Pa. St. 265 (1892). 

TAct of June 8, 1893, Pamphlet Laws 353, 
Sec. 1. 

8 Act of July 22, 1913, Pamphlet Laws 903, 
Sec. 1; Act of April 25, 1929, Pamphlet Laws 
657, Sec. 2. 

® Act of May 16, 1935, Pamphlet Laws 184, 
Sec. 1: Act of April 8, 1937, Pamphlet Laws 239, 
Sec. 1. 
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to the manufacturing business of the cor- 
poration” was taxable in the same manner 
as the capital stock of other corporations 
liable to the capital stock tax. 


The exemption was broadened in 1913 to 
take in those companies engaged in the 
laundering business, and again in 1929 to 
include companies engaged in the process- 
ing and curing of meats.* 


In 1935 the exemption was suspended for 
the taxable years 1935 and 1936, and in 1937 
it was abolished.’ 


The current exemption was enacted in 
1943 and initially was to become effective 
in 1947.” As previously indicated, the effec- 
tive date was repeatedly postponed so that 
the exemption is only now becoming effec- 
tive, with: respect to taxable years beginning 
on or after January 1, 1958. 


Statutory Requirments for Exemption 


With regard to the capital stock tax, the 
language of the exemption is exactly the 
same as when previously effective, except 
that it does not specifically include meat 
processing and laundering. Thus the ex- 
emption covers “the capital stock of cor- 
porations . organized for manufacturing 
purposes, which is invested in and actually 
and exclusively employed in carrying on 
manufacturing within the State.” 


Two classes of manufacturing corpora- 
tions are ineligible for the exemption: those 
which “engage in the distilling of liquor” 
and those which “enjoy and exercise the 
right of eminent domain.” ™ 


The fact that a corporation may have the 
right of eminent domain as part of its char- 
ter powers will not deprive it of the manu- 
facturers’ exemption if the right is not 
exercised.” Thus, a public utility, engaged 
in the manufacture and sale of artificial gas, 
which did not exercise the right of eminent 
domain was held to be entitled to the manu- 
facturers’ exemption.” 


The section of the law granting the ex- 
emption to foreign corporations from the 
franchise tax “ does not contain the require- 


this Act of May 27, 1943, Pamphlet Laws 762. 
pe. 1. 

“Act of June 1, 1889, Pamphlet Laws 420, 
Sec. 21(a), as amended. 

= Commonwealth v. Delaware River Iron Ship 
Building & Engine Works, 2 Dauph. 232 (1893). 

13 Commonwealth v. Chester Gas Company, 5 
Dauph. 121 (1902): Commonwealth v. Harris- 
burg Gas Company, 50 Dauph. 383 (1941). 

“Act of June 1, 1889, Pamphlet Laws 420, 
Sec. 21(b), as amended. 


TAXES—The Tax Magazine 





ment that the corporations be “organized 
for manufacturing purposes”; nor does it 
provide for the exclusion from the exemp- 
tion of corporations which “engaged in the 
distilling of liquor” or which “enjoy and ex- 
ercise the right of eminent domain,” as does 
the section of the law granting the exemp- 
tion to domestic corporations from the cap- 
ital stock tax. The law merely.provides for 
the exclusion, from the numerators of the 
three apportionment factors used to deter- 
mine the portion of the capital stock sub- 
ject to the franchise tax, of tangible property 
“actually and exclusively used in manufac- 
turing situated within the Commonwealth,” 
wages and salaries paid to employees “ex- 
clusively engaged in manufacturing in the 
Commonwealth,” and gross receipts “strictly 
incident and appurtenant to manufacturing 
in this Commonwealth.” 


Presumption and Burden of Proof 


The language of the statute clearly indi- 
cates, and the cases have also decided, that 
this exemption from taxation is to be strictly 
construed and that the burden is on the 
corporation making the claim to prove its 
right to the exemption and the part of its 
capital used in manufacturing within the 
state.” 

However, in cases where it has been 
agreed that the company was organized for 
manufacturing purposes and in fact was en- 
gaged exclusively in manufacturing in Penn- 
sylvania, the courts have said that the pre- 
sumption is that all the capital stock is so 
employed and the burden of proof is upon 
the commonwealth to show the part of the 
capital stock which is not actually com- 
mitted to this activity.” 


Organized for Manufacturing Purposes 


The first condition precedent for exemp- 
tion from the capital stock tax is that the 
corporation be organized for manufacturing 
purposes. This will be determined primarily 
from the language of the charter. If that 
language is susceptible of including a manu- 
facturing business, though the word “manu- 





1% Commonwealth v. Philadelphia Toilet & 
Laundry Company, 339 Pa. 261 (1940); Com- 
monwealth v. McCrady-Rodgers Company, 316 
Pa. 155 (1934): Commonwealth v. Densten Felt 
é Hair Company, 304 Pa. 536 (1931); Common- 
wealth v. Wark Company, 301 Pa. 150 (1930); 
Commonwealth v. Bornot, Inc., 34 Dauph. 178 
(1931). 

1% Commonwealth v. Dilworth, Porter 4 Com- 
pany, Ltd., 242 Pa. 194 (1913); Commonwealth 
v. Filbert Paving & Construction Company, 229 
Pa. 231 (1910): Commonwealth v. Curtis Pub- 
lishing Company, 42 Dauph. 436 (1936). 
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facture” is not in the charter, it would be 
“organized for manufacturing purposes” 
within the exemption language of the stat- 
ute.” It is the main purpose expressed in 
the charter and not an ancillary one which 
determines whether or not a corporation is 
within the exemption. Where a corpora- 
tion is not organized for manufacturing, 
whether it is engaged in manufacturing or 
not, it is not entitled to the exemption.” 


Engaged in Manufacturing 


The mere fact that a company has as its 
sole or principal chartered purpose the right 
to “manufacture” a given article does not 
establish that it is organized for manufac- 
turing purposes unless its capital is actually 
employed in manufacturing. 


Thus a corporation, which ceases manu- 
facturing, loses its right to the exemption. 
In Excelsior Brick & Stone Company,” the 
court held that a company engaged in the 
manufacturing of bricks was not entitled to 
the exemption after it ceased making brick 
because of the condemnation of most of its 
land for park purposes, even though the 
company continued in business for the pur- 
pose of disposing of the brick on hand and 
liquidating. 

Similarly, an interruption in manufactur- 
ing activities may result in a_ temporary 
forfeiture of the exemption. In Altoona 
Foundry and Machine Company,” it was held 
that a company, which was organized for 
manufacturing and invested its capital en- 
tirely in a manufacturing plant, was subject 
to tax during the period which the plant was 
not operated because of business depression. 


Moreover, it has been held that to give 
rise to exemption, manufacturing must be 
engaged in as a business, and that for this 
to be true, the article manufactured must 
be sold by the manufacturer as an article 
of commerce. Hence if a company is en- 
gaged in a general business not recognized 
by law as manufacturing and manufactures 
a product solely for use in its own general 
business, the capital so employed would 
not be exempt since the product is not sold 





7 Commonwealth v. Paul W. Bounds VUCom- 
pany, 36 Dauph. 383 (1933): Commonwealth v. 
Bornot, Inc., cited at footnote 15. 

8% Commonwealth v. Paul W. Bounds Com- 
pany, 316 Pa. 29 (1934); Commonwealth v. Key- 
stone Laundry Company, 203 Pa. 289 (1902). 

% Commonwealth v. Excelsior Brick & Stone 
Company, 233 Pa. 84 (1911). 

2 Commonwealth v. Altoona Foundry and 
Machine Company, 18 Dauph. 569 (1915). 





as an article of commerce by that company.” 
For example, a corporation engaged in the 
laundering business which manufactures its 
own soaps and dyes is not entitled to the 
exemption on the portion of its capital stock 
employed in such manufacturing.” 


On the other hand, so long as the cor- 
poration is “organized for manufacturing 
purposes” and has capital “invested in and 
actually and exclusively employed in carry- 
ing on manufacturing within the State” of 
products sold in commerce, the exemption 
from the capital stock tax applies, even 
though the corporation is not itself actively 
engaged in manufacturing. Thus, a corpo- 
ration organized for manufacturing purposes, 
which leased its manufacturing plant and 
equipment located in Pennsylvania to an- 
other corporation, was held to be entitled 
to the manufacturers’ exemption for the 
portion of its capital stock invested in the 
plant and equipment because the lessee used 
the plant and equipment for manufacturing 
The capital stock 
“actually and exclusively employed in carry- 
ing on manufacturing.” While exemption 
is specifically granted to lessors of manu- 
facturing property by statute,” the Dauphin 
County Court has held that this would fol- 
low in any event from the general terms of 
the exemption.” 


purposes lessor’s was 


Definition of Manufacturing 

The acts providing for the manufacturers’ 
exemption have never defined the word 
“manufacturing.” The courts have therefore 
been called upon many times to determine 
whether or not particular activities con- 
stituted manufacturing. The meaning given 
to the term by the courts has accorded with 
its ordinary meaning as applied in general 
usage. As stated by the Pennsylvania Su- 
preme Court in Wark Company: * 


“é 


the question has in the end rested 
upon and been solved by a reliance upon the 
ancient and safe rule, to which this court 
has always adhered, that words in a legisla- 
their 
ordinary and general sense; and, unless the 


tive enactment are to be taken in 


explains or qualifies the 
terms so as to necessitate an interpretation 
out of the current and popular signification, 
they must be deemed to have been used by 
the Legislature in the former sense. , 
It is error to say that the signification of 
the word has been in late times extended or 
enlarged. What has happened is that a 
multitude of events, the fruits of invention 
and the requirements of modern modes of 
living, have been brought within the old and 
ordinary sense of the term, and, by reason 
of their manner of making, by machinery or 
by hand, are recognized and designated as 
‘manufactured’. There has been but one 
change and enlargement in the meaning of 
the word. When machinery began to be a 
tremendous agency in supplying the needs 
and luxuries of mankind, the ancient origi- 
nal import of the term ‘made by hand’ was 
extended to include articles created by ma- 
chinery as well as by manual labor, and so 
the word is currently used today.” 


act sufiiciently 


In general, it has been held that a thing 
is a manufactured article when the product 
is a new and different article with a distinc- 
tive name, character or and that 
manufacturing is the application of labor 
or skill to materials whereby the original 
articles are changed to a new, different and 
useful article, provided the process is of a 
kind popularly regarded as manufacture or 


the product of such process.” 


use;” 


The Dauphin County Court has said that 
manufacturing involves the following elements : 


(1) the application of labor, skill, 
art or science; (2) changes or modifications 
in existing materials, effected by processes 
popularly regarded as manufacturing; (3) 
evolvement of new forms, qualities, proper- 
ties, combinations or adaptability to certain 
uses; and (4) the production of a different 
material with a new use, capable of, or 
adapted to, the satisfaction of some want or 
desire of man.” * 

If, however, there is merely a superficial 
change in the original materials and no substan- 
tial change in form, qualities, and adaptability 
in use, it cannot be said that manufacturing 
has been performed; nor is there any legal 





21 Commonwealth v. McCrady-Rodgers Com- 
pany, cited at footnote 15 

22 Commonwealth v. Keystone 
pany, cited at footnote 18. 

2 Act of July 11, 1901, 
Sec. 1. 

2 Commonwealth v. Cambria Iron Company, 
5 Dauph. 101 (1902); Commonwealth v. Bethle- 
hem Iron Company, 5 Dauph. 118 (1902); Com- 
monwealth v. Chester Gas Company, cited at 
footnote 13 

*% Cited at footnote 15. 


Laundry Com- 


Pamphlet Laws 668, 


30 January, 


1958 e@ 





* Hartranft v. Wiegmann, 121 U. S. 609 
(1887): Commonwealth v. Welsh Mountain Min- 
ing & Kaolin Manufacturing Company, 265 Pa. 
380 (1919); Commonwealth v. Dyer Quarry Vom- 
pany, 250 Pa. 589 (1915). 

** Commonwealth v. Weiland Packing Com- 
pany, 292 Pa. 447 (1928). 

*s Commonwealth v. Harrisburg Gas Company, 
cited at footnote 13. 

* Commonwealth v. Weiland Packing 
pany, cited at footnote 27. 


Com- 
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significance to the facts that the operations 
require large and extensive plants and or- 
ganizations, trained men and intricate ma- 
chinery, for even though the labor be skilled, 
the operations delicate, a large plant involved 
and expensive machinery utilized, the courts 


sistently, and the courts have in practice 
experienced considerable dithculty in determin- 
ing whether specific operations fall within 
the definitions. A listing of the principal 
products with respect to which the courts 
have passed on the question will serve to 


demonstrate this, as well as to give some 


indi- : ; . 
indication of how 


that such factors, neither 


vidually nor collectively, convert what is 


have said 


the line has been drawn. 
essentially a mere processing operation into Held to Be Manufacturing 

The making of the following products has 
been held to be manufacturing under vari- 
ous tax statutes 


a manufacturing operation.” 


These general definitions have proved to 
be much easier to state than to apply con- 


Artificial Gas Commonwealth v. Allegheny Gas Company, 1 Dauph. 93 (1893) ; 
Commonwealth v. Harrisburg Gas Company, 50 Dauph. 383 


(1941). 

Commonwealth v. Filbert Paving & 
229 Pa. 231 (1910); Commonwealth v 
pany, 316 Pa. 155 (1932). 


Asphalt and Concrete Floors, 
Roads 


Construction Company, 
McCrady-Rodgers Com- 


Edwin Bell Cooperage C 


567 (1955). 


Barrels and Kegs mipany v. Pittsburgh, 178 Pa. Super 


OC ks and 
Printing and 


Periodicals, 
Binding 


Lippincott Company, 156 Pa. St. 512 
(1893); Commonwealth v. William ynpany, 150 Pa. 
St. 64 (1892); Commonwealth v. D I yn pany, 
Ltd., 7 Dauph. 195 (1890). 


Commonwealth v. J. B 
al 
| 


Vann 


Bricks, Tiles, Clay and Commonwealth v. Excelsior Brick 
Clay Products 96 (1893); Commonwealth v. Savage 
157 Pa. St. 512 (1893). 


Bridges, Viaducts Commonwealth v. Keystone Bridge Company 
(1893) ; Commonwealth v. Pittsburgh Bridge ( 
St. 507 (1893) 


mpany, 1 Dauph 
Brick Company, 


156 Pa. St. 500 


mipany, 156 Pa 


Commonwealth v. Juniata Coke Company, 157 a. St. 507 
(1893); Commonwealth v. Hecla Coke 1 Dauph. 96 
(1892). 


Company, 


Candy Commonwealth v. Croft & Allen Company, 5 Dauph. 86 (1902) 


Drugs, Dyes, Spices and Commonwealth v. Al Colburn C 


Condiments 


ompany, 


1 Dauph. 96 (1892) 


Finishing of Commonwealth v. G. W. Littlewood & Sons, 19 Dauph. 201 
(1916), 44 Pa. C. C. 310: Commonwealth <z ake ty Dve 


Works, 5 Pa. C. C. 94 (1888). 


Dyeing and 
Cotton and Woolens 


Electrical Fixtures and Ap Commonwealth v. Thackara Manufacturing Ci vy, 156 Pa 


pliances St. 510 (1893). 


Flavoring Extract Commonwealth v. J. Frank & Sons, Inc., 43 Dauph. 51 (1936). 


Gas and Gas Furnaces Commonwealth v. William 


ipa 
Dauph. 184 (1919); Commonwealth v. Chester Gas C 
5 Dauph. 121 (1893) ; Commonwealth z 
pany, 50 Dauph. 383 


Swindell & Brothers Company, 22 


ympany, 
Harrisburg Gas Com 


Reick-McJunkin 
(1949). 


Ice Cream, Cottage Cheese Dairy Company 


and Butter 
Commonwealth v. Elk Tanning Company, 1 Dauph. 96 (1896) ; 
Commonwealth v. Elk Tanning Company, 41 Pa. C. C. 310 
(1897). 


Leather 


9” Armour & Company v. Pittsburgh, 363 Pa 
109 (1949). 


Manufacturers’ Exemption 





Processing and Curing of 
Meat; Making of Sausage, 
Scrapple, Bologna and Lard 


Mill Work, and 


Building 


Lumber 
Materials 


and Other 
Products 


Gasoline 
troleum 


Peanut Butter 
Potato Chips 


Preserving Fruit 


Roadways, Pavements and 
Floors 


Sealing Tape and Kindred 
Products 
Ship Building and Repair- 
ing, Altering and Installing 
Machin 


Slate for Door- 


etc. 


Roofing, 
steps, 
Steel, Iron and Metal and 
Their Products 


Tobacco, Preparing for 
Smoking and Chewing 


Commonwealth v. Louis Burk, Inc., 38 Dauph. 1 (1933); 
Commonwealth v. Consolidated Casing Company, 50 Pa. C. C. 
146 (1921); Commonwealth v. Pennsylvania P. & P. Packing 
Company, 1 Dauph. 97 (1896).” 


Commonwealth v. Alcott, Ross & Scully Company, 5 Dauph. 
222 (1902), aff'd, 203 Pa. 310; Commonwealth v. Keystone 
Bridge Company, 156 Pa. St. 500 (1893); Commonwealth v. 
Pittsburgh Bridge Company, 156 Pa. St. 507 (1893). 


Chester Oil Company, 1 Dauph. 95 (1896) ; 
Commonwealth v. Atlantic Refining Company, 7 Dauph. 189 
(1886) ; Commonwealth v. National Oil Company, 157 Pa. St. 
516 (1893) ; Gulf Oil Corporation v. Philadelphia, 357 Pa. 101 
(1947). 


Commonwealth v. 


Commonwealth v. 


P. Duff & Sons, Inc., 36 Dauph. 1 (1932). 
Snyder's Bakery, 348 Pa. 308 (1944). 
Ritter Conserve Company, 1 Dauph. 97 


Commonwealth v. 


Commonwealth  v. 
(1886). 


Commonwealth v. Filbert Paving & Construction Company, 229 
Pa. 231 (1910); Commonwealth v. Taylor-Davis, Inc., 37 
Dauph. 391 (1933). 


Commonwealth v. Peerless Paper Specialty, Inc., 344 Pa. 283 


(1942). 


Commonwealth v, Delaware River Iron Ship Building & 
Engine Works, 2 Dauph. 232 (1893) ; Commonwealth v. William 
Cramp & Sons’ Ship and Engine Building Company, 1 Dauph. 
95 (1893); Commonwealth v. Philadelphia Ship Repair Com- 
pany, 21 Dauph. 44 (1918). 


Commonwealth v. East Bangor Consolidated Slate Company, 
162 Pa. St. 599 (1894). 


Commonwealth v. Dunbar Furnace Company, 1 Dauph. 97 
(1892); Commonwealth v. Midvale Steel Company, 1 Dauph. 
97 (1886); Commonwealth v. Keystone Bridge Company, 156 
Pa. St. 500 (1893); Commonwealth v. Pittsburgh Bridge Com- 
pany, 156 Pa. St. 507 (1893); Commonwealth v. Thackara 
Manufacturing Company, 156 Pa. St. 510 (1893); Common- 
wealth v. Standard Underground Cable Company, 17 Dauph. 
281 (1914); Commonwealth v. American Car & Foundry Com- 
pany, 203 Pa. 302 (1902) ; Commonwealth v. Nagle Engine and 
Boiler Works, 23 Dauph. 235 (1920); Commonwealth v. Wil- 
liam Cramp & Sons Ship and Engine Building Company, 1 
Dauph. 95 (1893); Commonwealth v. Delaware River Iron Ship 
Building & Engine Works, 2 Dauph. 232 (1893); Common- 
wealth v. Lackawanna Iron & Coal Company, 129 Pa. St. 346 
(1889); Commonwealth v. Westinghouse Electric & Manufac- 
turing Company, 151 Pa. St. 265 (1892). 


Commonwealth v. 


Clark & Snover Company, 1 Dauph. 95 
(1893). 


Held Not to Be Manufacturing 


The following activities have been held not to be manufacturing and the following 
products, not manufactured articles: 





3%. The earlier cases holding that processing 
curing meats constituted manufacturing 
the decision 
wealth v. Weiland Packing Company, cited at 
It is apparent that the act of 1929, 


and 
were overruled by 


footnote 27. 
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providing for the exemption from capital stock 
tax of the capital stock invested in the process- 
ing and curing of meat, was intended to over- 
come that decision. 


in Common- 
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Artesian 


Well-Drilling 


Building Construction 


Coal Business 


Ci ffee Rx vasting 


Cold 


house 


Storage and Ware- 


Business 


Cut-Stone Contracting 


Decaffeinated and Instani 
Coffee, Tapioca and Certain 
Canned Products 


Electric Light, Heat and 


Power 


Engineering and Contracting 


Hair, Cleaning and Sorting 


Houses and Lots, Invest- 
ment in 

Leather Cutting 
Milk, Pasteurization 


Homogenization 


} 


and 
Mining Operations 


Molasses Processing 
Phot graphy 


Heating and 


Installation 


Plumbing, 
Sprinkler 


Processing and Curing of 


Meats 


Raw Materials, Purchase 
of, which buyer hires an- 
other company to convert 
into manufactured products 


Skin Processing, 
tory to Tanning 


Prepara- 


Soft Drinks, Coca-Cola Bot- 
tling 


Manufacturers’ Exemption 


Commonwealth 
95 (1921). 


Commonwealth v. Wark Company, 301 Pa. 150 (1930). 


Thomas B. Harper Company, 24 Dauph. 


Commonwealth v. Filbert Paving & 


229 Pa. 231 (1910). 


Commonwealth v. Glendora Products Company, 297 Pa. 305 
(1929); Commonwealth v. Lowry-Rodgers Company, 279 Pa. 
361 (1924). 


Commonwealth v. Industrial Cold 
Company, 18 Dauph. 143 (1915). 


Paul Il. 


Construction Company, 


Storage and Warehouse 


Commonwealth v. Bounds 316 Pa. 29 


(1934). 


Company, 


General Foods Corporation v, Pittsburgh, 383 Pa. 244 (1955). 


Commonwealth v. Northern Electric Light & Power Company, 
145 Pa. St. 105 (1891); Commonwealth v. Edison Electric 
Light Company, 145 Pa. St. 131 (1891); Commonwealth z 
Edison Electric Light & Power Company, 170 Pa. St. 231 
(1895); Commonwealth v. Keystone Electric Light, Heat & 
Power Company, 193 Pa. St. 245 (1899); Commonwealth v. 


United States Electric Lighting Company, 7 Pa. C. C. 90 
Brush Electric Light Company, 145 


(1889); Commonwealth v. 


Pa. St. 147 (1891). 
Commonwealth v. Boon & 35 Dauph. 404 (1931) 


Hair Company, 33 Dauph. 


Sample, Inc . 


Commonwealth v. Densten Felt © 
318, aff'd, 304 Pa. 536 (1931). 


Commonwealth v. Keystone Bridge Company, 156 Pa. St. 500 
(1893). 


Commonwealth v. Cover, 215 Pa. 556 (1906). 


Reick-McJunkin Dairy Company v. Pitisburgh School District, 


362 Pa. 13 (1949). 
Fire Brick Company, 157 Pa. St 


Commonwealth v. Savage 


512 (1893). 
P. Duff & 


Trinity Court Studios, 39 Dauph. 244 (1934) 


Commonwealth v. Sons, Inc., 36 Dauph, 1 (1932). 


Commonwealth v 
Commonwealth v. Boon & Sample, Inc., 20 P. C. R. 357 (1931); 
Commonwealth v. J. Frank Boyer Plumbing Heating Com- 
pany, 23 Dauph. 296 (1920); Commonwealth v. Harry 1 
Murphy Company, Inc., 24 Dauph. 314 (1921). 


Commonwealth v. Consolidated Dr 1 Beef Company, 242 
Pa. 163 (1913) ; Commonwealth v. Louis Burk, Inc., 38 Dauph 
1 (1933); Commonwealth v. Weiland Packing Company, 292 
Pa. 447 (1928); Commonwealth v. Company, 
Pa. 109 (1949), 
Commonwealth 
(1915). 


Armour & 363 


Wilhtamsport Rail Company, 250 Pa 


> 


Commonwealth Pittsburgh Wool Company, 36 Dauph. 257 


(1932). 


Commonwealth v. The Philadelphia Coca-Cola Bottling Com- 
pany, 33 Dauph. 421 (1930). 


33 





Commonwealth v. John T. Dyer Quarry Company, 250 Pa. 
589 (1915); Commonwealth v. Bellefont Lime Company, 18 
Dauph. 139 (1915); Commonwealth v. Welsh Mountain Mining 
‘ Kaolin Manufacturing Company, 265 Pa. 380 (1918) ; Com- 


Stone, Crushed 


monwealth v. Ellwood Sand Company, 21 Dauph. 114 (1918) ; 


Commonwealth 


(1919). 


Water, Ice & Steam, Dis- 
tillation and Purification 


Commonwealth v. Sunbeam 
(1924) ; Commonwealth v. Arrott Mills Company, 145 Pa. St. 


69 (1891); Commonwealth v. 


Crushed Stone Company, 47 Pa. C. C. 349 


Water Company, 284 Pa. 180 


Nagle Engine & Boiler Works, 23 


Dauph. 235 (1920) ; Commonwealth v. Industrial Cold Storage 
& Warehouse Company, 18 Dauph. 143 (1915) ; Commonwealth 
v. G. IV’. Littlewood & Sons, 19 Dauph. 201 (1916). 


Portion of Capital Stock 
of Manufacturers Which Is Exempt 


Once it has been determined that a corpo- 
ration is engaged in an activity which quali- 
fies as manufacturing, the important question 
becomes what portion of the value of its 
capital stock is exempt from tax on this 
account. As we have seen, for capital stock 
tax purposes, the exemption is confined to 
capital “invested in and actually and exclu- 
sively employed in carrying on manufacturing 
with the State” and does not apply to such 
portion “as may be invested in any property 
or business not strictly incident or ap- 
purtenant to the manufacturing business.” 
Likewise for tax purposes, the 
exemption covers tangible property “actually 
and exclusively used in manufacturing”; 
wages, etc., of employees “exclusively en- 
gaged in manufacturing”; and gross receipts 
“strictly incident or appurtenant to manu- 
facturing.” There are not yet any Pennsyl- 
vania under the franchise tax 
exemption, of course, so we must look to the 


franchise 


decisions 


decisions defining the limits of the former 
exemption under the capital stock tax law 
for guidance as to the coverage of both new 
exemptions. 

In spite of the very restrictive language of 
the capital stock tax exemption, the former 
exemption was not confined to capital stock 
invested in assets, such as plant and ma- 
chinery and equipment used directly in pro- 
duction, Instead, the exemption was held to 
apply to all assets which are reasonably 
necessary for the carrying on of a manu- 
facturing business as an operative corporate 
entity. In consequence, all assets have been 
held exempt which are employed in execu- 
tive, administrative, bookkeeping and cleri- 
cal functions; sales offices, sales and delivery 
equipment, and warehouses; business in- 


tangibles, such as accounts receivable; and 
even necessary working capital and similarly 
related assets. 

In holding that capital stock invested in 
railroad tank cars owned by a manufactur- 
ing corporation and used to deliver its 
products to its customers was exempt, the 
Dauphin County Court said: 


“The right to sell its products in the open 
market is a necessary incident to the right 
to manufacture, and the right to sell in- 
cludes the right to deliver or cause to be 
delivered to those who purchase. Without 
the sale and delivery of its products the 
business of the defendant could not be car- 
ried on.” ® 


Similarly, the exemption was upheld with 
respect to capital stock invested in a railroad 
constructed and used for the the sole pur- 
pose of carrying cut timber from timber- 
lands owned by a paper manufacturing com- 
pany to its mills.“ Likewise, the repairing 
of pumps, engines and all kinds of equip- 
ment for vessels by a company which manu- 
factured such items was ruled an activity 
incident to manufacturing, and the assets so 
employed were held to be exempt." 


In holding that an office building owned 
and occupied exclusively by a manufactur- 
ing corporation was exempt from the capital 
stock tax even though the office building 
was located in a city away from its factory, 
the Dauphin County Court said: 


“No statute requires a manufacturing cor- 
poration to maintain its office at, or near, its 
factory; and no reason of policy suggests 
such a rule. On the contrary, a manufac- 
turing company should be allowed as much 
freedom and discretion in deciding this 
question, as in deciding other questions 
connected with the conduct of its business. 





Refining 


2 Commonwealth v. Independent 
Company, Ltd., 17 Dauph. 276 (1914). 

8 Commonwealth v. New York and Pennsyl- 
vania Company, 40 C. C. 413 (1913). 
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3% Commonwealth v. Philadelphia Ship Repair 
Company, 21 Dauph. 44 (1918). 
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.. . A manufacturing company must have 
an office as it must have a plant, and whether 
the office shall be in the same building as 
the factory, or upon the same lot, or else- 
where, is a subject of business judgment 
with which the law does not interfere.” ® 


With regard to working capital, the courts 
have said that a manufacturing corporation 
has the right to have on hand the amount 
of working capital necessary for the proper 
conduct of its business, and this amount, 
under our statute, is entitled to be regarded 
as actually and exclusively employed in 
manufacturing and is under the law exempt 
from taxation.” The determination of the 
amount of cash, marketable securities and 
other quick assets which may be considered 
exempt as necessary working capital is in- 
evitably a matter of judgment, to be deter- 
mined with reference to the particular 
situation of each business; Thus, the main- 
tenance of an extraordinarily large reserve 
fund during an economic depression may be 
justified and considered working capital.” 
On the other hand, a cash fund held for the 
purpose of expanding the business at some 
undetermined future date was held subject 
to tax.” 

The form in which working capital is held 
is not material, so long as it is readily 
available; and the fact that it is so invested 
as to draw interest or is deposited with an 
affiliate will not destroy the exemption.” 
On the other hand, the cash surrender value 
of a life insurance policy taken out by a cor- 
poration on the life of its president has been 
held not within the manufacturers’ exemption.“ 


In general, cash and marketable securities 


of a domestic manufacturing corporation 
which are not needed as working capital in 
the conduct of the business do not qualify 
Also, it 


e - ’ ° 4 
for the manufacturers’ exemption.” 


should be noted that the working capital is 
limited to that needed in connection with 
Pennyslvania manufacturing. It has been 
held that cash in the bank and accounts re- 
ceivable of a Pennsylvania corporation used 
in the business of manufacturing outside the 
state are subject to tax.” 

Capital stock of a manufacturing corpora- 
tion invested in land from which it obtains 
its raw material is not within the exemption. 
The courts have held that investments in 
lands containing coal, clay, oil, timber, ore 
and slate were not exempt under the manu- 
facturers’ exemption.” In the New York and 
Pennsylvania case, the court in discussing 
such investments said: 


“It certainly was not the intention to 
permit a large accumulation of raw material 
far beyond the actual needs for manufactur- 
ing purposes within the tax 
acquired by a manufacturing corporation 
and permit the capital invested in the pur- 
chase of this raw material to be exempt from 
taxation.” “* 


year to be 


Dwelling houses owned by a manufactur- 
ing corporation and rented to its employees 
are subject to tax where such ownership is 
only for the mutual convenience and ad- 
vantage of the corporation and its em- 
ployees.” But such dwellings have been held 
exempt where the court found the dwellings 
to be indispensable to the carrying-on of 
the manufacturing business at the points 
where they were required to be located, and 
to be almost without 
houses at said points.” 
if the necessity for the 


exception the only 
On the other hand, 


dwelling houses is 


created by the free choice of the manufactur- 
ing corporation as to the i 
plant, no exemption will be allowed.” 


location of its 


Since the legislature doubtless intended 
to give foreign corporations a manufacturers’ 





5S Commonwealth v. Salt Manufacturing Com- 
pany, 1 Dauph. 97 (1897) 

*% Commonwealth v. John B. Stetson Company, 
17 Dauph. 278 (1914). 

7 Commonwealth v. Curtis Publishing Com- 
pany, cited at footnote 16. 

% Commonwealth v. Nagle Engine & Boiler 
Works, 23 Dauph. 235 (1920). 

” Commonwealth v. Dilworth, Porter & Com- 
pany, Ltd., cited at footnote 16: Commonwealth 
v. Nagle Engine & Boiler Works, cited at foot- 
note 38 

” Commonwealth v. Steel Heddle Manufac- 
turing Company, 41 Dauph. 315 (1935). 

“1 Commonwealth v. Apex Hosiery Company, 
40 Dauph. 399 (1935); Commonwealth v. Nagle 
Engine & Boiler Works, cited at footnote 38; 
Commonwealth v. Littlewood & Sons, 19 Dauph. 
201 (1910). 

“2 Commonwealth v. 
262 Pa. 234 (1918). 


Semet-Solvay Company, 


Manufacturers’ Exemption 


* Commonwealth v. East Bangor Consolidated 
Slate Company, 162 Pa. St. 599 (1894): Common- 
wealth v. National Oil Company, cited at foot- 
note 5: Commonwealth v. Lackawanna Iron & 
Coal Company, cited at footnote 3: Common- 
wealth v. Savage Fire Brick Company, cited at 
footnote 5: Commonwealth v. Juniata Coke 
Company, cited at footnote 5: Commonwealth 
v. Custer City Chemical Company, 16 Dauph. 
46 (1913): Commonwealth v. Andrews & Hitch- 
cock Iron Company, 45 C. C. 411 (1917) 

* Commonwealth v. New York and Pennsyl- 
vania Company, 16 Dauph. 51 (1913) 

* Commonwealth v. Mahoning Rolling-Mill 
Company, 129 Pa. St. 360 (1889): Commonwealth 
v. Keasbey & Mattison Company, 43 Dauph, 71 
(1936); Commonwealth v. Allegheny Gas Com- 
pany, 1 Dauph. 93 (1893). 

* Commonwealth v. Savage 
pany, cited at footnote 5 

* Commonwealth v. Westinghouse Air 
Company, 151 Pa. St. 276 (1892) 


Fire Brick Com- 


Brake 
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exemption of the same scope as that ac- 
corded domestic corporations, the three- 
factor exemption in the franchise tax law 
will doubtless be construed so as to accom- 
plish this result. The courts will no doubt 
construe the words “actually and exclusively 
used,” “exclusively engaged,” and “strictly 
incident or appurtenant,” in the same man- 
ner as similar phrases have been interpreted 
in prior decisions involving the capital stock 
tax. 


For example, a domestic corporation is 
not liable for capital stock tax if all its capi- 
tal stock is employed in manufacturing in 
Pennsylvania; therefore, a foreign corpora- 
tion engaged in within 
Pennsylvania capital 
stock 
state should not be liable for franchise tax. 


business entirely 
which has its entire 
employed in 
If this is so, the from the 
numerator of the tangible property fraction, 
of all tangible property “actually and ex- 
clusively used in manufacturing” should be 
construed to exempt oftice buildings, deliv- 
ery equipment, office furniture and machines, 
office supplies, as well as the plant and 
equipment. All such tangible property has 
been held exempt from the capital stock tax 
because it is “reasonably necessary” to the 
conducting of a manufacturing business. 


exclusion, 


Also, the exclusion, from the numerator 
of the wages and salaries fraction, of wages 
and salaries paid to employees “exclusively 
engaged in manufacturing” should be con- 
strued to exempt wages and salaries paid to 
employees who are reasonably necessary for 
the conduct of the manufacturing business 
in all This would include the 
officers, administrative personnel and sales- 
men, as well as the employees in the plant 
itself. This interpretation can be supported 
by the decisions involving the capital stock 
tax, which hold that a manufacturing com- 
pany must have an office as it must have a 
plant and that the right to sell its products 
is a necessary incident to the right to 
manufacture. 


its phases. 


Finally, the exclusion, from the gross re- 
ceipts fraction, of receipts “strictly 
incident or appurtenant to manufacturing 
in this Commonwealth” should be construed 
to exempt all income from the sale of 
manufactured goods and, also, interest and 
dividends received from marketable securi- 
ties held as working capital. 


e2ross 


Only time will tell whether the liberal 
construction of the manufacturers’ exemp- 
tion from franchise tax set forth above will 
be accepted by the commonwealth and the 
courts. 
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Allocation Formulae 


Capital stock tax.—In addition to the ex- 
emption from the capital stock tax of assets 
employed in manufacturing within the state, 
there are many other assets which are ex- 
empt for various other such as 
having a taxable situs outside the state, to 
avoid double taxation, to avoid encroach- 
ment upon federal powers and for con- 
siderations of public policy. Such exempt 
assets include tangible property located out- 
side Pennsylvania, shares of other domestic 
corporations, shares consisting of 50 per 
cent or more of the voting stock issued by 
a foreign corporation, United States securi- 
ties, national bank shares, and obligations of 
the commonwealth and its political subdivi- 
sions. 

The method to be used in determining 
the taxable value of capital stock of those 
corporations holding exempt assets is set 
forth in the act of June 22, 1931, Pamphlet 
Laws 685, which provides as follows: 


reasons, 


whenever any corporation 
subject to tax upon its capital stock 

owns assets which are exempt or relieved 
from the capital stock tax, the propor- 
tion of the capital stock exempted : 
shall be the proportion which the value of 
such assets bears to the value of the total 
assets owned by such corporation,” 


In practice, the taxable value of capital 
stock is determined by the use of the follow- 
ing basic formula: 


Actual value of 

taxable assets Actual value 
—_——_———- X of total cap- = 

Actual value of ital stock 

total assets 


Taxable value 
of capital 
stock 


If any exempt assets are held for less than 
the entire taxable period, it is necessary to 
apportion the value of such exempt assets 
so as to allow the exemption only for the 
period actually held. The allowable ex- 
emption is determined by use of the follow- 
ing formula: 

Period held 


Full taxable period 


- X Value of exempt assets 


Example: $40,000 of United States securi- 
ties held for the first three months of the 
taxable year: 3/12 x $40,000 $10,000 
allowable exemption. 


Computations such as the above to determine 
the apportionment of exempt 
made on a separate schedule and are not 
included in the settlement as part of the tax 
formula. 


© TAXES—The Tax Magazine 


assets are 





Many domestic manufacturing companies 
which engaged in manufacturing in 
Pennsylvania are also engaged in manufac- 


are 


turing outside the state or are also engaged 
in nonmanufacturing activities, such as buy- 
ing and selling products manufactured by 
others. For such companies it is often diffi- 
cult, if not impossible, to definitely segregate 
their intangible assets, such as receivables 
and working capital items, into exempt ac- 
tivities (manufacturing in Pennsylvania) 
and taxable activities (manufacturing out- 
side the state or nonmanufacturing activi- 
ties). Similar difficulty may be experienced 
with respect to administrative buildings and 
the tangible property used in over-all ad- 
ministration, 

Also, such companies often use some of 
their tangible Pennsylvania for 
both manufacturing and nonmanufacturing 
activities. Thus, a dairy company may be 
engaged in manufacturing butter, cheese 
and ice cream (exempt) and, also, be en- 
gaged in the processing of milk (taxable). 
These companies are unable to definitely 
segregate such tangible assets into manu- 
facturing nonmanufacturing activities. 
The intangible assets of those companies 
are likewise difficult or impossible to segre- 


assets in 


and 


gate. 


Therefore, it becomes necessary in the 


above cases to approximate the exempt por- 
tion of the intangible assets; it also becomes 
necessary to approximate the exempt por- 
tion of the tangible assets used respectively 
in manufacturing and nonmanufacturing ac- 


tivities within the state. Any method of 
apportionment which results in a fair and 
allocation will no doubt be 


the commonwealth. 


equitable ac- 


cepted by 

The exempt portion of 
employed in both manufacturing and non- 
manufacturing activities within the state is 
usually determined on the basis of the ratio 
of gross receipts from manufacturing busi- 
ness in the state to the aggregate of gross 
receipts from manutacturing business in the 
state plus gross receipts from the nonmanu- 
facturing business in the state. This method 
will usually result in a fair and equitable 
apportionment. Another method that might 
be used is the ratio of the time the tangible 
assets are used in manufacturing to the total 


tangible 


time such assets are used. 


The exempt portion of intangible assets 
may be determined on the basis of the ratio 


assets’ 


Perhaps we are bearing our present 
federal taxes too quietly. We 
continuously demand that the tax 
revenues be economically spent. It 

is just as important that taxes 

be fairly and economically levied.— 
From Economic Intelligence, May, 1957. 


of tangible assets used in manufacturing in 
Pennsylvania to the total tangible assets. 
Another method used in the past is the 
ratio of gross receipts from the manufac- 
turing business in the state to the total gross 
receipts from all sources. 

In making tax settlements under the old 
manufacturers’ exemption, the 
wealth usually included the 
fraction in the settlement so 
mula would read as follows: 


(B 


common- 
subordinate 
that the for- 


XV=T 
\c 
: E 


admitted taxable assets 
= total income less income from manufac- 
turing business in Pennsylvania 
total income 
= assets to be apportioned 
total assets 
’ = actual value of total capital stock 
T = taxable value of capital stock 


The above formula is set forth in detail 
in the Louis Burk case and in Philadelphia 
Toilet & Laundry Company.” A similar for- 
mula using tangible assets in the subordinate 
fraction instead of 
Eastman, 7Jaration in Pennsylvania 


discussed in 
9 


income is 


Although the use of one subordinate frac- 
tion will equitable result in the 
majority of cases involving intangible assets, 


give an 


it will not give a proper result when there 
are tangible assets to be apportioned, as 
well as intangibles, and the company is 
engaged in business outside the state. If 
used both the 
tangible assets in Pennsylvania and the in- 
tangible assets, the understate 
the portion of tangible assets used in manu- 
facturing within the state. This best 
be demonstrated by the tollowing example 


one fraction is to apportion 


result is to 


can 


Assume a domestic manutacturing 
pany having manufacturing plants 
and outside the state. It also uses part of its 
plant in the state to process goods for sale. 


com- 
within 


This use does not constitute manufacturing. 





‘SS Commonwealth v. Louis Burk, Inc., 38 
Dauph. 1 (1933): Commonwealth v. Philadelphia 
Toilet & Laundry Company, cited at footnote 
15. 


Manufacturers’ Exemption 


* Eastman, Taxation in Pennsylvania (Leh- 
man’s Cum. Supp., 1922). Sec. 809a, p. 1376 
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The important factors for purposes of ap- 
portionment are: 


(1) Value of plant in Pennsylvania—$100,000. 

(2) Total intangible assets—$25,000. 

(3) Income from sale of goods manufactured in 
Pennsylvania—$200,000. 

Income from sale of goods processed in 
Pennsylvania—$50,000. 

Total income (including (3), (4) and sale of 
goods manufactured outside the state)— 
$500,000 

Total value of assets to be apportioned 
(plant in Pennsylvania and total intangi- 
bles )—$125,000. 


Exemption if only one subordinate fraction 
is used: 


(3) $200,000 
— — X (6) $125,000 = $50,000 
(5) $500,000 


Exemption if two subordinate fractions are 
used 
(3) $200,000 
— x (1) $100,000 


- $80,000 
, (4) $250,000 


(plant in Pennsylvania) 
(3) $200,000 
x $ 25,000 — $10,000 
(intangibles) 
Total exemption of plant in 
Pennsylvania and intangi- 
bles 


(5) $500,000 


$90,000 


It is apparent that the exemption of only 
40 per cent of the Pennsylvania plant does 
not constitute a fair and equitable appor- 
tionment under the circumstances set forth 
By the use of two separate fractions, 
an exemption of 80 per cent of the Pennsyl- 
vania plant results, which more truly indi- 
cates the percentage of the plant used in 
manufacturing. 


abov e. 


Because of the possible inequities result- 
ing from the use of only one subordinate 
fraction and the apparent necessity in many 
cases to use two or more subordinate frac- 
tions, the writer believes that all compvta- 
tions used to determine the taxable or 
exempt values of specific assets should be 
set forth on separate schedules, the 
settlement should contain the simple for- 
mula of 


aud 


taxable assets 
total assets 


If the above procedure were tuitowed, the 
taxable portion of capital stock would be 
determined as follows: 


(1) Determine the actual value of total 
assets. 

(2) Prepare a schedule of exempt assets 
excluding those used in manufacturing in 
Pennsylvania. Include as part of this schedule 
the computations of exemptions claimed for 
exempt assets held for only a portion of the 


taxable period. 
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(3) Prepare a schedule of exempt assets 
used entirely in manufacturing in Pennsyl- 
vania. Include as part of this schedule the 
computations of exemptions claimed for 
assets which have been apportioned to the 
manufacturing business in Pennsylvania. 


(4) Total the value of exempt assets and 
subtract this from the value of total assets 
to determine the value of total taxable assets. 


(5) Apply the fraction of 


taxable assets 


total assets 


to the value of capital stock to determine 
the taxable value of capital stock. 


Franchise tax.—As previously discussed, 
the manufacturers’ exemption is granted to 
foreign corporations by excluding, from the 
numerators of the three allocation fractions, 
property, wages, and gross receipts which 
are used in or derived from manufacturing 
in Pennsylvania. Of course, if a foreign cor- 
poration is engaged in other activities as 
well as manufacturing in Pennsylvania or 
has tangible assets in the state not employed 
in manufacturing, it may be necessary to 
approximate the portion of specific items 
which qualifies for the exemption. 

The exempt portion of tangible 
employed in both manufacturing and non- 
manufacturing activities within the state 
should be determined in the same manner as 
previously discussed for capital stock tax 
purposes. 


Wages and salaries paid to employees 
chiefly situated at, connected with or sent 
out from premises maintained by the tax- 
payer outside the state are excluded from 
the numerator of the wage fraction. Com- 
pensation paid to Pennsylvania employees 
engaged in the manufacturing business are 
also excluded from the numerator of the 
wage fraction. Compensation paid to Penn- 
sylvania employees who spend part of their 
time in nonexempt activities might be ap- 
portioned on the basis of time devoted to 
each activity. If a salesman working out of 
a Pennsylvania office is engaged in selling 
products manufactured in the state and, 
also, some products which are not manu- 
factured in the state, the exempt portion of 
the compensation paid to such salesman 
might be determined on the basis of the 
ratio of his sales of products manufactured 
in the state to his total sales. Salaries of 
executives and administrative employees 
located in the state should presumably be 
allocated on the basis of the ratio of gross 
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receipts from products manufactured in the 
state to total gross receipts. 

Gross receipts derived from the sale of 
goods are assignable to the office of the 
corporation from which the agent or em- 
ployee works who negotiates the 
Therefore, sales, from offices outside the 


sale. 


state, of goods manufactured in Pennsyl- 
vania are already excluded, and the only 
additional adjustment necessary to give ef- 
fect to the manufacturers’ exemption would 
be to exclude from the numerator of the 
gross receipts fraction the sales of Penn- 
sylvania-manufactured goods sold through 
a Pennsylvania sales office. Foreign corpo- 
rations should make certain that this infor- 
mation is readily available from their records 
so as to preclude the necessity of estimating 
the amount of gross receipts to be excluded 


trom the numerator. 


The discussion under the capital stock tax 
as to the use of subordinate fractions applies 
equally well to the franchise tax. All com- 
putations involving the apportionment of 
specific items should be set forth in detail 
on separate schedules, 


Tentative Reports 

Under the act of May 24, 1956, Public 
Law 1703, corporations subject to the capital 
stock tax or the franchise tax are required 
to file a tentative report and make an ad- 
vance payment of the tax due for the year. 
The tentative report and the advance pay- 
ment are due on April 30 for those corpora- 
tions on a and four 
months after the beginning of the fiscal year 


calendar-vear basis 


for those corporations on a fiscal-year basis. 


The law requires that the advance pay- 
ment be either (1) 80 per cent of the amount 
of the estimated tax reported for the preced- 
ing year or (2) 80 per cent of the amount of 
the tax last settled or resettled against the 
corporations for a preceding year, which- 
ever amount is greater. 


The legislature failed to amend the method 
of computing the advance payment for those 
corporations entitled to the manufacturers’ 
exemption. 
the tentative tax on the basis provided by 
the law, the tentative payment in 
cases would grossly exceed the annual tax 
due. This failure on the part of the legisla- 
doubt an oversight. It cer- 
tainly was never intended that corporations 
should make tentative payments in amounts 
which would result in credits which could 
not be used for several years. 


If such corporations were to pay 


many 


ture Was no 


The practical solution to this problem is 
for corporations entitled to the manufac- 
turers’ exemption to estimate the annual tax 
due for the current year and to make a 
tentative payment of at least 80 per cent of 
If the tentative 
and the tentative 
payment is equal to 80 per cent of the tax 
liability for the current year as finally de 
termined, there will be no interest or penalty 
involved. This is because the law provides 
that interest or penalty assessed by reason 
of failure to file a tentative report or make 
a tentative payment shall not 
amount equal to interest and penalty com- 
puted on 80 per cent of the tax liability for 
the current year, as finally determined. 


[The End] 


such estimated annual tax. 


report is filed on time 


exceed an 


NEW SLANT ON “ABILITY TO PAY’ PRINCIPLE 


with 


Tax deterrents to investments hav- 
ing a high degree of risk or to in- 
vestments normally undertaken by 
small reduce th: 
earning opportunities of all workers 
by reducing the number of ch 
open to them in the job market, In 


businesses income- 


ices 


other words, income tax rates which 


put increasingly heavy penalties on 
success discourage people from “go- 
ing into business for themselves,” 
limit expansion of existing firms, and 
workers opportunities 


having a more productive potential. 


close to job 


The basic issue is not whether more 
reasonable tax rates would 
the total number of jobs or even the 
total 
high 


increase 


investment—after all we have 


employment and high invest- 


Manufacturers’ Exemption 


ment 
The real 


j »bs open, the 


our system. 


kinds of 


investments 


present tax 
issues are the 
kinds of 
made and who makes the _ invest- 
ments. 
ture capital and greater 


the redeployment of 


Greater diversification of ven- 
freedom in 
resources are 
necessary for maximum _ individual 
productivity and 


crowth. 

Under present tax 
deny the low income worker the of 
portunity of paying 
reduce his ability to pay, by 


balanced economic 


our sy stem, we 


income taxes, or 
reducing 
diversity of investment opportunity 
and job opportunity. Perhaps it is 
time to reconsider what we really do 
mean by the “ability to pay” principle 
-Economic Intelligence, May, 1957. 





A taxpayer in a sufficiently high tax bracket can achieve considerable tax 
savings by the bargain sale of his appreciated securities to a charity. However, 
the greatest philanthropic profit is obtained by him if he borrows on these 
securities and donates his equity therein, making it clear that the collateralized 
securities are to be the primary source for the satisfaction of his debt. 


Tax Saving Through Charitable 


\ THILE it may be true that “all mankind’s 

concern is charity,” * high surtaxes have 
made Section 170 charity the particular con- 
cern of taxpayers with substantial taxable 
The fact that the Dow-Jones in- 
dustrial average has roughly doubled over 
the past three years has greatly stimulated 
contributions of low-cost, high-value securi- 
ties to qualifying Section 170 recipients. 
The outright gift of such appreciated securi- 
ties by the high-bracket taxpayer is usually 
made at a comparatively small after-tax 
However, Section 170 affords such a 
taxpayer the opportunity to make charitable 
contributions of appreciated securities in 
such a manner that their after-tax yield is 
greater than that which would have resulted 
from the sale of such securities. 


mcomes, 


cost. 


A taxpayer must, of course, be in a very 
high surtax bracket before his outright 
charitable contribution of appreciated se- 
curities produces more in the way of tax 
saving than he would realize from their sale 
after the 25 per cent alternative tax. The 
bracket required to produce such a tax sav- 
ing will depend, moreover, on the amount 
of appreciation of the security donated. It 
is determined thusly: 

Let B equal the break-even bracket, where 
the amount of taxes saved by the charitable 
deduction which would be produced from 
the contribution of an appreciated security 
is the same as the amount of gross proceeds 
which would be realized from the sale of 
such security, less the alternative tax on 
the gain. 

Let X equal the cost of the security. 

Let Y equal the amount of appreciation. 

X+Y 25Y = B(X + Y) 
X + .75Y 
B = ————_— 
X Vv 

If a security has doubled in value, then 

X = Y and 
X + .75X 


— = 87.5% 


2X 


Thus, a married taxpayer filing a joint 
return with such an appreciated security 
would have to have taxable income of 
$200,000 or more—the 89 per cent bracket— 
to save money while simultaneously gratify- 
ing his eleemosynary instincts. 

Even if a security has a value of ten 
times its cost, the break-even bracket is 
still impressively high. 

X + 7.5X 
B= —— 
11X 


However, where the security has been 
held for not more than six months and the 
gain therefrom would be taxable as a short- 
term gain, the break-even bracket is con- 
siderably lower and is derived as follows: 

X + Y — BY = B (X + Y) 
X+Y 


X + 2Y 

The break-even bracket is 66.7 per cent 

where the donated security has doubled in 

value; it is 52.4 per cent where it has in- 
creased in value tenfold. 


Somewhat more profitable philanthropy is 
available where a taxpayer, instead of giv- 
ing the appreciated security outright to a 
charity, makes a bargain sale of the security 
at his cost to the charity and deducts as a 
charitable contribution the difference be- 
tween the fair market value of the security 
and the bargain sale price. 


Where the gain on the outright sale of 
the security would be taxed at the alterna- 
tive tax rate of 25 per cent, the break-even 
bracket will be 75 per cent, regardless of 
the amount that the security has appreciated. 
At that rate, the after-tax sale proceeds and 
the tax-saving value of the deduction are 
obviously the same. Similarly, where the 
gain on the outright sale of the security 
would be fully taxable as a short-term gain, 
the break-even bracket will be 50 per cent 
in all cases. 





1 Pope, ‘“‘An Essay on Man,” Epistle III. 
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Giving 


By RICHARD F. PALMER 
Boston Attorney 


It seems to be fairly well settled now that 
a bargain sale to a charity produces a de- 
ductible charitable contribution measured 
by the difference between the market value 
and the bargain sale price. However, an 
early administrative ruling developed a some- 
what less obvious analysis of the tax conse- 
quences resulting from an intrafamily bargain 
sale. The ruling, I. T. 2681.7? dealt with the 
sale by a father to his child of real estate 
which cost $4,500, had a fair market value 
of $8,500 and was sold for $3,500. It 
ruled as follows: 


Was 


“It is the opinion of this office that the 
transaction referred to represents a gift to 
the extent of $5,000 of the value of the 
property and a to $3,500 of 
value. The whole of the property cost 
$4,500 and 7/17 ($3,500/$8,500) of this 
amount, or $1,852.94, represents the basis to 
the taxpayer of that part of the property 
sold to his child. The taxpayer received a 
mortgage in the amount of $3,500 for that 
part of the property sold by him, and as the 
such part sold was $1,852.94, he 
derived a taxable gain to the extent of the 
excess of the fair market value of the mort- 
gage over such basis.” * 


sale as such 


basis of 


This analysis was put to the judicial test 
in Reginald Fincke* and found wanting. 


In Fincke, the taxpayer sold 6,600 shares 
of Celanese stock, worth $31.75 a share, to 
his daughter and to three family trusts at 
his cost—$12.28 a share. The taxpayer re- 
ported the profitless sales on his income tax 
return and also filed a gift tax return, re- 
porting as gifts the difference between the 
market value and the bargain sales prices 
of the Celanese stock. 

The Commissioner contended that the 
taxpayer had realized a profit from the 
transaction in the amount of $49,702.44, de- 
termined by the application of the formula 
of 1. T. 2681. The board summarily repudi- 
ated the theory of the ruling, 
follows: 


stating as 


“The facts clearly show that the determi- 
nation of the Commissioner was erroneous. 
The theory he used in computing the profit 
is inconsistent with what actually occurred. 
vl None of the shares were given out- 
right by the petitioner. The total 
amount received by the petitioner was $81,055, 
which was exactly what he had paid for the 
stock and, consequently, he 
trom the four sales. 


had no gain 
The Board has held in 
cases where property had been transferred 
for a substantial consideration which is less 
than its market value that such transfers 
constitute bona fide sales coupled with a 
gift to the extent of the excess of the mar- 
ket value of the property over the selling 
price.” ° 

The Commissioner promptly revoked I. T. 
2681 of the fact that [it] is 
contrary in principle to the decision of the 
Board of Tax Appeals in the Fincke case.” ° 


“in view 


There are few cases dealing with the 
as the result 

In John M. 
Coulter,’ the taxpayer had sold real estate 
to a charity for $30,000. He filed 
tax return and belatedly claimed that he was 
entitled to a 


difference between the fair market value of 


charitable deduction obtained 
of a bargain sale to a charity. 
no gift 
deduction for the 


charitable 


the property sold and the sale price. 





* XII-1 CB 93 (1933). 

* Cited at footnote 2, at p. 94 

*CCH Dec. 10,609, 39 BTA 510 (1939), 
1939-2 CB 12 

5 Case cited at footnote 4, at p 
Harry F. Robertson, CCH Dec. 1960, 5 BTA 
748 (1926), acq., VI-1 CB 5, where a mother 
sold a farm worth $24,000 to her son for 
$16,000, and it was held that ‘‘the difference of 
$8.000 between the amount paid and the 
fair market value of the land represents a 
gift."’ Any uncertainties as to the income tax 
consequences of the bargain sale were dispelled 
by Proposed Regs. Sec, 1.1001-(e), published 
January 3, 1957, providing in part: 


acq.. 


514. See also, 


Charitable Giving 


““(1) Where a transfer of property is in part 
a sale and in part a gift, the transferor has a 
gain to the extent that the amount realized by 
him exceeds his adjusted basis in the property 
However, no loss is sustained on such a trans- 
fer if the amount realized is less than the ad- 
justed basis 

‘Example (3). A transfers property to his son 
for $30,000. Such property in A's hands has an 
adjusted basis of $30,000 (and a fair market 
value of $60,000). A has no gain and has made 
a gift of $30,000, the excess of $60,000, the fair 
market value, over the amount realized, 
$30,000."" 
*T. T. 3335 
7CCH Dee. 


1939-2 CB 193 


17.565(M), 9 TCM 248 (1950). 


4] 





The Tax Court found as a fact that the 
fair market value of the property was not 
in excess of the sale price and added by way 
of dictum that “There is no evidence that 
the sale would have been any the less con- 
summated if the available purchaser had not 
been a charitable or educational institution, 
or that the donative purpose formed any 
significant or impelling component of peti- 
tioner’s motivation, particularly in light of 
the apparent obligation to make a sale and 
not a gift of the trust property.” * 

The moral of the Coulter case, if any there 
be, is that where a taxpayer intends to make 
a bargain sale to a charity in order to ob- 
tain a charitable deduction, he would be well 
advised to make it perfectly clear to the 
purchaser that he is making the sale at a 
price below the market value of the asset 
and that he is selling it with the express 
intention of making a contribution to the 
charity of the difference between the market 
and sale prices. 


In view of the Commissioner’s acquies- 
cence to the Fincke decision, it is not sur- 
prising that he has ruled that a bargain sale 
to a charity at the seller’s cost produces a 
charitable contribution. An unpublished rul- 
ing dated November 12, 1954,’ raised this 
question: 

“If I sell 50 shares of Container Corpora- 
tion to [a Section 170 charity] for my cost 
of $1,100 at a time when the shares 
have a market value of . . . $3,100, will I: 


“(a) be entitled to a deduction (subject to 
the limitations in sec. 170) for a contribution 
in the amount of $2,000 (the difference be- 
tween $3,100 and $1,100) and 


“(b) have taxable income, either in capital 
gain or ordinary income, in the amount of 
$2,000?” 


The question was answered as follows: 


“You will be entitled to a deduction of 
$2,000 to the extent provided by Sec. 170 
of the I. R. Code of 1954. You will have no 
taxable income as a result of the transaction.” ” 


This ruling would certainly resolve any 
lingering doubts as to the tax consequences 
of a bargain sale to a charity. 

5’ Case cited at footnote 7, at p. 250. See also 
J. T. Fargason, CCH Dec. 6601, 21 BTA 1032 
(1930), acq., X-2 CB 22, where the donor gave 
real estate to Southwestern University to be 
used as an athletic field, but subject to a condi- 
tion providing that in the event the donee 
should ever wish to dispose of the property or 
use it for other purposes, it would pay the 
donor's heirs $30,000. The board held that 
“weege . . a condition subsequent which 
may or may not arise attaches to the gift, we 
do not think that such a gift is worth as much 


The tax utility of the bargain sale to a 
charity at the donor’s cost is not restricted 
to the case of an individual taxpayer owning 
appreciated securities. The bargain sale may 
be profitably employed where a taxpayer 
sells inventory at cost. Suppose Widget 
Corporation produces widgets at a cost of 
$100, and the normal price which it receives 
for widgets in its usual market is $150. If 
instead of selling a widget and realizing a 
gross profit of $50, Widget Corporation 
makes a bargain sale of a widget to a charity 
at its $100 cost and claims a charitable de- 
duction of $50, it nets $2 more after taxes 
than it would have realized had it made 
an outright sale. The $50 profit from the 
outright sale (forgetting selling and over- 
head expense) would have been subject to 
the usual normal and surtax rate of 52 per 
cent, leaving an after-tax yield of $24; 
whereas the $50 deduction obviously pro- 
duces a tax saving of $26. Individuals and 
partners who are in over-50 per cent brackets 
may achieve substantial after-tax savings by 
bargain sales at cost of their goods or prod- 
ucts to charities. 


The proposed charitable deduction regula- 
tions sanction this variation of tax saving 
through charitable giving. They provide as 
follows: 

“Tf the contribution is made in property 
of a type which the taxpayer sells in the 
course of his business, the fair market value 
is the price which the taxpayer would have 
received if he had sold the contributed prop- 
erty in the lowest usual market in which he 
customarily sells at the time and place of 
the contribution (and in the case ... of 
goods in quantity, in the quantity contrib- 
uted). The usual market of a manufacturer 
or other producer consists of the whole- 
salers or other distributors to or through 
whom he customarily sells, unless he sells 
only at retail in which event it is his retail 
customers. 


(2) Since the market value of the contrib- 
uted property is being allowed as a charit- 
able deduction, costs and expenses incurred 
in the year of contribution are not 
deductible and are not a part of the cost of 


as one without any condition attached.’’ For- 
tunately the board did not have to make an 
exact determination of the diminution of the 
fair market value of the property because it 
decided that the gift was worth at least as 
much as the maximum charitable deduction 
to which the donor was entitled for the year in 
question. 

® Letter dated November 12, 1952, bearing the 
symbols T:R:I RFW-3, signed by Lester W. 
Utter. 

%” Ruling 





cited at footnote 9, at p. 2. 
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goods sold. Moreover, the application of 


this principle requires that the deduction 
under section 170 for the market value of 
the contributed property be reduced by any 
portion of the market value of such property 
for which a reduction in income has been 
allowed in earlier taxable years either as a 
part of the cost of goods sold or as an ex- 
pense deduction.” ™ 

If the outright gift by a widget retailer 
of a widget which cost $150 and which has 
the usual retail price of $200 produces a 
charitable deduction of $200, then the bar- 
gain sale to a charity at such retailer’s cost 
should produce a charitable deduction of 

1t Proposed Regs. Sec. 1.170-1(b). These regu- 
lations constitute a retreat from the Commis- 
sioner’s previous position as set forth in Rev 
Rul. 55-138, 1955-1 CB 223, to the effect that the 
‘fair market value’’ of a charitable contribu- 
tion was ‘“‘the amount which the donor would 
have to spend on his most favorable market to 
immediately replace the donated property. This 
represents the true measure of the detriment he 
has sustained by the contribution.’’ The Com- 
missioner did concede in Rev. Rul. 55-138 that 
‘no income is realized by a farmer or other 
producer by reason of his contribution of farm 
or other products to an [exempt] organization."’ 
He had previously contended in I. T. 3910, 
1948-1 CB 15, that a farmer who contributed his 
produce to a charity received income in the 
amount of the fair market value thereof. This 
theory was spawned by the troublesome con- 
cept of Mr. Chief Justice Stone in Helvering 
v. Horst, 40-2 ustc § 9787, 311 U. S. 112, that the 
gift of an ‘‘economic gain"’ by a donor who is 
able thereby to ‘procure a satisfaction which 
can be obtained only by the expenditure of 
money or property’’ would seem to be the 
“enjoyment of income,"’ whether the ‘‘satisfac- 
tion’’ is the ‘‘payment of a community 
chest contribution, or a gift to his favorite 
son.”’ 

Some commentators have manifested some 
concern over the requirement of Proposed Regs 
Sec. 1.170-1(b)(2), requiring that the donor of 
inventory reduce costs of goods sold by the cost 
and expenses attributable to such contributed 
property. However, in Wood v. Commissioner, 
52-2 ustc { 9374, 197 F. (2d) 859 (CA-5), the 
taxpayer, a dealer in securities, transferred 
stock with a cost of $176.76 to his wife. It was 
held that the taxpayer's closing inventory for 
the year in question should be reduced by 
that amount, the court holding as follows: *‘The 
essential requirement of consistency in maintain- 
ing adherence by taxpayers to accounting 
methods and bookkeeping entries which at all 
times clearly reflect the true disposition of in- 
come compels us to recognize that the Commis- 
sioner has a broad discretion to reallocate in- 
come in such cases, and in this instance we 
agree that when these shares were transferred, 
whether to an investment account, as a gift to 
his wife, or by sale, their allocated cost should 
have been deducted from the cost of the stock 
still held in inventory, thus increasing net in- 
come for the year 1944 by that amount."’ The 
requirement of the Proposed Regs. Sec. 1.170-1 
(b)(2) that the market value of the contributed 
property be reduced by any portion of such 
value for which an expense deduction has been 
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$50—the difference between the usual retail 
price and the bargain sale price. Obviously 
no reduction of the cost of goods sold is 
necessary in view of the fact that no charit- 
able deduction is claimed therefor.” More- 
over, since the proposed regulations do not 
require the disallowance of any portion of 
general operating expenses that may be 
apportionable to inventory which is donated 
outright to a charity, it is reasonable to 
assume that the same result would follow 
where a bargain sale is made at cost to a 
charity. Of our dealer 
were to practice this variation of profitable 


course, if widget 


philanthropy on a grand scale, no doubt the 


allowed in earlier taxable years is somewhat 
more disturbing. The gift of a fully depreciated 
business property or a fully depleted oil in- 
terest would be deterred by a literal application 
of the regulations. The theory of the proposed 
regulations would seem to have had its exposi- 
tion in Rev. Rul. 55138, 1955-1 CB 223, which 
stated that ‘‘To allow a donor who is in busi- 
ness both the charitable deduction for property 
removed from business and donated to charity 
and a deduction for items of cost of such 
property would allow him, at least in part, a 
double deduction with respect to the same 
goods. The allowance of such a double deduc- 
tion does not properly reflect income for tax 
purposes.’’ The difficulty with the theory is 
that it is not enough to merely state that ‘‘dou- 
ble deductions’’ are not permitted on the au- 
thority of Charles Ilfeld Company v. Hernandez, 
4 ustc § 1261, 292 U. S. 62 (1934). and J. E 
Mergott Company v. Commissioner, 49-2 vust« 
{ 9394, 176 F. (2d) 860 (CA-3). These cases and 
others of the same ilk hold merely that a loss 
of capital cannot be twice deducted. Thus, 
where an asset has been depreciated or de- 
pleted, the amount of the gain realized on the 
sale thereof must be increased by the amount 
of depreciation or depletion sustained, that is, 
the basis of the asset reduced thereby. else 
there would be a double deduction of the 
amount of such loss of capital represented by 
such depreciation or depletion. (U.S. v. Ludey, 
1 ustc § 234, 274 U. S. 295 (1926): Even Realty 
Company, CCH Dec. 137, 1 BTA 355 (1925).) 
Charles Ilfeld Company v. Hernandez, cited 
above, held that losses, sustained by a wholly 
owned subsidiary, which had been deducted by 
the parent in consolidated returns could not 
again be deducted by the parent as a loss on its 
investment in such subsidiary upon its liquida- 
tion (See Regs. 118, Sec. 39.113(b)-l(g).) 
Mergott Company v. Commissioner, cited above 
held that the taxpayer could not charge the 
cost of wooden barrels to operations when ac- 
quired and then write their cost off again when 
scrapped. (See Regs. 118, Sec. 39.23(a)(1).) The 
fair market value of a contributed asset and the 
charitable deduction measured thereby do not 
have any relationship and are in no way de- 
pendent upon the cost of such asset or the 
amount of such cost as has been previously 
deducted. In short, while the double deduction 
of the cost of an asset is not permissible, there 
is no apparent judicial or regulatory prohibition 
of ‘‘double deductions’ where such deductions 
are measured by part or all of the cost of the 
asset on the one hand, and by its fair market 
value on the other. 
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disallowance of a proportionate amount of 
his operating expenses would be justifted. 
The most spectacular tax savings result- 
ing from charitable donations of appreciated 
securities are obtained where a taxpayer 
donates his equity in collateralized securities. 
Assume that a taxpayer can borrow 70 
per cent of the fair market value of an 
appreciated security on his note collateralized 
with such security. If he assigns his equity 
in such security to a charity subject to his 
indebtedness, and if he is entitled to a 
charitable deduction measured by the differ- 
ence between the fair market value of the 
pledged security and the amount of his in- 
debtedness, the break-even brackets are sub- 
stantially lower than the bargain-sale brackets. 
The formula for computing the break- 
even bracket where a long-term capital gains 
tax would otherwise be paid on the sale of 
the appreciated security will depend upon 
whether the taxpayer is in a 50 per cent or 
more top tax bracket. Obviously his effec- 
tive gains tax will be the maximum 25 per 
cent only in the event that he employs the 





7 (X + Y) +.3B (X + Y) — 


alternative tax. Where the taxpayer’s in- 
come is such that the alternative tax be- 
comes effective in limiting the tax on his 
gains to 25 per cent, his break-even bracket, 
where he has made a gift of his equity in 
securities on which he has borrowed 70 per 
cent of their value, is determined as follows: 
X + .75Y =.7 (X + Y) +.3B (X + Y) 
3X — .05Y 








B= ——————_— 

3(X + Y) 

Where the security has doubled in value, 
B is 58.3 per cent. Where it has increased 
tenfold in value (Y =10 X), the application 
for the foregoing formula would determine 
B to be 24.2 per cent. Thus, married tax- 
payers, filing a joint return with taxable 
income of $42,000, who borrow $1,400 on a 
security which is worth $2,000 and which 
cost them $200 and who give the security 
subject to their indebtedness to a charity, 
realize $186 more than they would have 
realized had they sold the security and paid 
the alternative tax. This is determined as 
follows: 


[X + .75Y] = Tax saving 


$1400 + $336 — [$200 + $1,350] = Tax saving 


Of course, if a taxpayer’s top tax bracket 
is below 50 per cent and the effective tax 
on his gains is in the 10-25 per cent range, 
then the formula for determining B must 
be modified somewhat: 

X + Y — 5BY =.7(X + Y) + .3B(X + Y) 
3 (X + Y) 


3X + 8Y 

Thus, where a taxpayer has a top bracket 
of less than 50 per cent and where Y = 10X, 
the break-even bracket-is 39.7 per cent. 

To illustrate, if a taxpayer in the 40 per 
cent bracket sells a security which cost him 
$1 in 1951 and is now worth $11, he would 
net $9.00 after taxes ($11 — 40% x 50% x 
$10). If he borrows $7.70 on the security 
and obtains a charitable deduction of $3.30 
from the gift of his equity, he nets, after 
the tax saving of $1.32 from the deduction, 
the total amount of $9.02. 

Where a taxpayer would otherwise realize 
a short-term gain on the sale of an appre- 
ciated security, the break-even bracket where 
he makes this type of charitable contribu- 
tion is calculated as follows: 





13 Woodsam Associates, Inc. v. Commissioner, 
52-2 ustc { 9896, 198 F. (2d) 357 (CA-2). In 
George M. Gross, CCH Dec. 20,841, 23 TC 756 


186 = Tax saving 
X + Y— BY = .7 (X + Y) + 3B (X + Y) 
3(X + Y) 





B = 


3X + 1.3Y 


Where a security has doubled in value, 
B is 37.5 per cent; where it has tripled in 
value, B is 31 per cent; and where it has 
increased tenfold, B is a modest 24.8 per 
cent. Traders with somewhat less spectacular 
short-term potential profits may well apply 
the foregoing formula to their advantage: 
Where the appreciation is 20 per cent of 
cost, B is 64.3 per cent; where it is 50 per 
cent of cost, B is merely 47.4 per cent. 

Whether the technique of borrowing on 
appreciated securities and then donating the 
equity therein to a charity will produce a 
charitable deduction measured by the amount 
of such equity is not as certain as the bar- 
gain-sale situation. 

The first step of this saving-through-giv- 
ing technique involves borrowing on the 
security in excess of its basis. It has been 
clearly established that such borrowing is 
not a taxable event and that no gain is 
realized.” 





(1955), the Commissioner conceded ‘‘that the 
borrowing of moneys did not give rise to the 
realization of income, taxable or nontaxable.” 
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donor’s 
securities is 


The gift of the equity in his 
collateralized another matter. 
The Commissioner has made a direct attack 
on such transfers in an unpublished ruling 
dated November 26, 1954." The ruling dealt 
with the gift of 50 shares of stock which 
had cost the donor $1,100. He borrowed 
$1,100 on a note secured by his stock and 
then donated it, “subject to the indebted- 
ness,” to a Section 170 charity. The charity 
thereafter paid his indebtedness. It was 
ruled as follows: 


“You will be entitled to a deduction, sub- 


ject to the limitations of section 170 of the 
Internal Revenue Code of 1954, of the fair 





Amount of liability “assumed” 
$1,100 (liability “assumed’’) 


Less: - 


market value of your equity in the securities 
at the time of the gift. 

“The assumption of your liability by the 
charity will result in ordinary income to you 
in an amount equal to the excess of the 
amount of the liability assumed over the 
allocable portion of your basis of the securi- 
For this purpose, the basis of the 
securities should be allocated pro rata be- 
tween the amount of your equity in them 
and the amount of the liability assumed.”” 
(Italics supplied.) 


ties. 


The donor would apparently realize ordi- 
nary income determined in the following 
manner: 


$1,100.00 


x $1,100 (basis) 390.32 


$3,100 (sum of liability ““assumed” plus seller’s equity) 


Amount of “ordinary income” realized 


The ruling would appear to have missed 
its mark by a wide margin. 

It starts off by flatly stating that the 
charity assumed the donor’s debt; in fact, 
the gift was made “subject to” his debt. 
Having determined that the charity ‘“‘as- 
sumed” the donor’s liability, the ruling then 
concludes that “ordinary income” is realized 
by the donor, presumably because the “as- 
sumption” of his liability resulted in the 
sale of an asset, which asset by some unex- 
plained legerdemain was converted into a 
noncapital asset. Finally, the ruling dis- 
inters I. T. 2681 with respect to the me- 
chanics of computation of the amount of 
such “ordinary income.” 

Clearly, if the transfer of the donor’s 
equity in the collateralized securities was 
made in such a manner as to effect a sale, 
the donor-vendor sold a capital asset and 
could realize only capital gain. At least 
there are no facts which indicate that the 
stock was a noncapital asset in the donor’s 
hand. Again, if there was a sale, it would 
seem indisputable that the amount of such 
gain is determined by the difference be- 
tween the proceeds realized and the seller’s 


basis. And it has long been hornbook tax 


$ 709.68 





law that the assumption of a transferor’s 
indebtedness produces a gain “as real and 
substantial as if the money had been paid 
[the transferor] and then paid over by it to 
its creditors.” Certainly, if the charitable 
transferee had promised, either expressly or 
impliedly, to discharge the donor’s debt, a 
bargain was struck and the consideration 
flowing to the transferor—the promised as- 
sumption of the amount of his debt—con- 
stituted the “amount realized” from the 
sale.” But such a sale is no more or less 
than the bargain sale considered in Fincke, 
and that case unequivocally buried the sale- 
gift theory conceived in I. T. 2681, with the 
Commissioner himself reading the obsequies 
im 5. T.3335. 

The troublesome question raised by the 
November 26 ruling is whether or not there 
is a sale. To find a sale, it is necessary to 
equate the assignment of the donor’s equity, 
subject to his indebtedness, with the assign- 
ment of the donor’s equity and the assump- 
tion of his indebtedness. The November 26 
ruling glosses over any distinction between 
two kinds of 
both in form and in substance. 


these transfers, which differ 





1* Letter dated November 26, 1954, bearing the 
symbols T:R:I: RFW-3, signed by H. J. Swartz. 

% Ruling cited at footnote 14, at p. 2. 

*U. S. v. Hendler, 38-1 ustc { 9215, 303 U. S 
564 

7 But see Gensinger v. Commissioner, 54-1 
£9101, 208 F. (2d) 576 (CA-9), where the 
court held that a corporation did not realize 
income when it made liquidating distributions 
of its fruit crop to its shareholder, subject to the 
corporation’s indebtedness thereon. The court 
held that ‘‘Normally where property is trans- 
ferred subject to or assuming liabilities against 


USTC¢ 
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it, the amount of the liabilities is deemed a 
part of the amount realized by the transferor 
on the transaction. See Crane v. Commissioner 

But this rule applies only where gain or 
loss is realized on the transaction. No gain or 
loss is realized by a corporation on a distribu- 
tion of liquidating dividends in kind. Treas 
Reg. 118, See. 39.22(a)-20. Thus a distribution 
of liquidating dividends in kind subject to the 
corporate liabilities, or with the shareholders as- 
suming the corporate debts, would not result 
in any income to the corporation.’ 
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No one would deny that a taxpayer who 
assigns his equity in collateralized securities 
subject to his debt is fairly sure that the 
charitable recipient will promptly discharge 
his obligation. But it is in the charity’s 
interest to sell the securities as quickly as 
possible and realize the amount of the equity 
therein, since the lending institution will 
sell, out the collateral on a market drop. 
However, in order to sell the securities, the 
transferor’s debt must first be cleaned up. 
It is, therefore, in the charity’s own self- 
interest to discharge the donor’s debt 
promptly, and the donor’s reasonable ex- 
pectation that his donee will pay off his 
debt is not the equivalent of an agreement, 
either express or implied, to do so. This 
particular point was made in a district court 
case dealing with the gratuitous transfer of 
real estate subject to the donor’s mortgage 
debt.” 

In the Herff case the taxpayer had bor- 
rowed some $99,000 on his $110,000 home 
and then had given the home to South- 
western University, subject to his debt, but 
reserving a life estate for himself and his 
wife. The taxpayer had, prior to the trans- 
fer, made cash gifts to Southwestern in a 
total amount of $64,500 and, after the gift of 
the equity in his home, made a further 
cash contribution of some $24,000. South- 
western promptly applied the cash gifts in 
payment of the taxpayer’s mortgage debt, 
even though it had no legal obligation to 
do so. 

While the Commissioner had previously 
ruled that the taxpayer’s cash gifts to South- 
western were charitable deductions, he 
sought to treat the last cash gift of $24,000 
as income to the taxpayer. The court held 
that Southwestern had no legal obligation 
to apply the taxpayer’s contributions to the 
discharge of his debt and then added: 

“It is probably fair to assume that there 
was an expectation on the part of both 
parties that the contributions would be so 
used or at least that Southwestern would 
apply its own funds in an equal amount to 


the discharge of the lien indebtedness, but 
this is altogether different from saying that 
it was legally bound to do so.” ” 


It then held as follows: 


“If the property at the time of convey- 
ance is encumbered by a mortgage and is 
conveyed subject to the mortgage, the ap- 
parent intention of the parties, in the ab- 
sence of language indicating a contrary 
purpose, is to continue the mortgage lien 
in the same status which it occupied before 
the conveyance, with the result that the prop- 
erty itself remains as the primary security for 
the indebtedness.” ® (Italics supplied.) 


If the taxpayer had been compelled to pay 
the debt, he would have had the right to 
obtain reimbursement against the remainder 
interest in the property. “To that extent he 
Was a surety; and to the same extent the 
payment of the indebtedness by South- 
western resulted in no income to him.” 


The court pointed out that to the extent 
that the payment by Southwestern dis- 
charged the lien upon the retained life es- 
tate, the taxpayer realized an economic 
benefit. “As to that portion of the payment 
an indebtedness upon his own estate 
cancelled or extinguished, and if he had 
made the payment himself he would have 
had no right of recourse as he was not a 
surety.” 


was 


The lesson which the Herff case illustrates 
most clearly is that the taxpayer who plans 
to assign his equity in collateralized securi- 
ties must make it abunduntly clear to the 
charitable donee that the pledged securities 
are the primary source for the satisfaction 
of the donor’s debt and that, to the extent 
that he is personally obligated to discharge 
his debt, he retains his right to have re- 
course against the security as surety. The 
transfer must have the particular legal inci- 
dents of a transfer of realty subject to a 
mortgage indebtedness.” 


Whether or not the Treasury Department 
will accept the rationale of the Herff case 





% Herff v. Rountree, 56-1 ustc { 9359, 140 F 
Supp. 201 (DC Tenn.), app. dism’d, 234 F. (2d) 
658. 

4° Case cited at footnote 18. 

*° Case cited at footnote 18. 

21 See also Minnie Janos, CCH Dec. 19,360(M). 


11 TCM 1211 (1952), where it was held that 
where the donor had transferred real estate sub- 
ject to a mortgage to her children, the amount 
of the mortgage ‘‘should be deducted from 
the gross value of the gift to get the net or 
taxable value of the gift’’: Estate of Hays v. 
Commissioner, 50-1 ustc § 10,762, 181 F. (2d) 169 
(CA-5), where the settlor transferred real estate 
subject to a mortgage in trust for the benefit of 
her children. The trust instrument required 


the trustee to pay off the mortgage debt, and 
the Commissioner contended that the trust was 
includable in the settlor’s gross estate because 
of the settlor’s reservation of trust income. The 
court pointed out that the trustee had not as- 
sumed the settlor’s debt but had acquired the 
property subject thereto, that the settlor’s 
liability after the transfer was only that of a 
surety, and concluded that “‘The possibility of 
decedent's liability for said debts was so remote 
that her direction that the trust pay the same 
did not constitute a reservation of income by 
her from the land conveyed in trust... . no 
pecuniary benefit resulted to the decedent [set- 
tlor] by the trustee's payment of the mortgage 
notes."’ ’ 
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with respect to gifts of collateralized securi- 
ties problematical. However, there 
some judicial authority in the gift-tax area 
which confirms, albeit somewhat tortuously, 
the conclusion that the gift of pledged se- 
curities subject to the donor’s indebtedness 
is measured by the difference between their 
market value at the time of gift and the 
amount of the donor’s debt—at least where 
the collateralized securities are to be the 
primary source for the satisfaction of the 
donor’s debt. 

In D. S. Jackman.* the taxpayer trans- 
ferred his equity in stock, having a fair 
market value of $129,270, to his wife, sub- 
ject to his debt of $120,000. The taxpayer 
reported a gift of $9,270. The Commissioner 
contended that the amount of the gift was 
determined by the difference between the 
fair market value of the stock and $24,000— 
the discounted value of the donor’s debt 
based on his “ability to pay, considering all 
the circumstances.” 

The held that the taxpayer 
his wife “only such interest as he had in 
the pledged property” and concluded that 
“It is obvious that petitioner intended to 
make a gift to his wife of only his interest 
or equity in the stock and that she accepted 
the gift knowing that she could not be 
given the stock itself until and unless her 
husband’s indebtedness to the pledgee was 
paid.”™ 

The board rejected the Commissioner’s 
unusual “discount” theory, stating that “it 
would be impossible to value with any de- 
gree of accuracy such a nebulous interest or 
right.” It then added, perhaps unneces- 
sarily: “In addition, it may be pointed out 
that it seems to be incredible that a person 
having a net worth of $20,000 could possibly 
make a gift of $105,000.” * 

In Commissioner v. Proctor, the 
established a trust and assigned to it his 
remainder interests in several trusts of 
which his creditor-mother was the life ten- 
ant. The donor’s trust provided that upon 
the death of his mother, his trustees were 
to pay whatever amount the donor then 
owed to his mother’s estate from the corpus 
of his trust and, if there were any corpus 
left after discharging his debts, the income 
therefrom was to be paid to the donor for 
life, the remainder to his children. The Tax 
Court held that the value of the remainder 
interests given to the donor’s children was 
to be reduced by the amount of the donor’s 


is is 


board gave 


donor 





22CCH Dec. 11,853, 44 BTA 704 (1941), acq., 
1942-1 CB 9. 

23 Case cited at footnote 22. at p. 70R 

24 Case cited at footnote 22, at p. The. 
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debt. The circuit court affirmed, stating as 
follows: 


“The question which confronts us at the 
outset how property which has_ been 
pledged or assigned as security for a debt 
and is afterwards made the subject of gift 
should be valued for the purposes of the gift 
tax (i.e., whether the debt should be de- 
ducted from the value of the property or 
not); but the Tax Court has decided that 
the value for purposes of gift taxation is 
the of the value of the property 
pledged or assigned over the debt. Jackman 
v. Commissioner, 44 B. T A. 704. The rule ts 
not one of law, but one for arriving at a con- 
clusion of fact, the value of the property 
given; and, in view of the fact that there ts 
nothing here to show that the debt could have 
been paid otherwise than out of the trust prop- 
erty, we cannot say that the Tax Court was 
guilty of error of law in following it in this 
case.” * (Italics supplied. ) 


The logical 
and Proctor cases is clear: 


is 


excess 


implication of the Jackman 
If the donor of 
an equity in collateralized securities is able 
to discharge his debt, the worth of what he 
has given away is measured by its market 
value without any reduction on account of 
his debt—at least for gift tax purposes 


Estate of D. Byrd Gwinn™ reached this 
conclusion. Gwinn had pledged a $10,000 
life insurance policy, of which his wife was 
primary beneficiary, collateral for a 
$20,000 debt. Gwinn died intestate, and his 
debt was paid by his administrator 


as 


The proceeds of the insurance policy were 
included in Gwinn’s gross estate. His ad- 
ministrator claimed that such _ proceeds 
qualified for the marital deduction. Section 
812(e)(1)(E) (ii) of the 1939 Code provides 
that where property passing to the surviving 
spouse is encumbered “in any manner,” the 
incumbrance to be taken into account 
“in the same manner as if the amount of a 
gift to such of such interest were 
being determined.” The Commissioner con- 
tended that the pledge of the policy was 
such an incumbrance and, since the amount 
thereof exceeded the value of the policy, 
the policy was worthless for marital deduc- 
tion purposes. The court held that if the 
amount of a gift to the surviving spouse 
were being determined, the amount of the 
gift would be the entire proceeds of the 
policy. The administrator was legally obli- 
gated to pay all of the decedent’s debts and 


is 


spe use 


23 44-1 ustc 710,110, 142 F. (2d) 824 (CCA-4) 
2° Case cited at footnote 25 
CCH Dec. 21,279, 25 TC 31 


(1955). 





the widow, as a beneficiary of the insurance 
policy, could have required that the debt be 
paid out of the assets of the estate. 


In the course of its opinion, the court had 
this to say about the Jackman and Proctor 
cases: 

“While the Fourth Circuit did not specifi- 
cally rule that where the debt for which the 
property was pledged could have been paid 
otherwise than out of the pledged property 
the value for gift tax purposes would be the 
value of such property unreduced by the 
debt, we think this is fairly to be inferred. 
In the Jackman case, the donor's net worth 
at the time of the gift was such that the debt 
could not then have been paid otherwise 
than out of the pledged property, and, in the 
Proctor case there was no showing that the 
debt could have been paid otherwise than 
out of the pledged property. Those cases 
therefore held that the value of the gift 
was the amount by which the value of the 
pledged property exceeded the debt. Here 
the indebtedness of the decedent, for which 
the insurance policy was pledged as col- 
lateral, not only could have been but was 
paid out of property of the estate, and the 
beneficiary received the full proceeds of 
the insurance policy. These facts make the 
Jackman and Proctor cases distinguishable.” * 


The fact that a very solvent donor makes 
a gift of collateralized securities to a charity 
rather than to a member of his family 
should not affect the logic of the Gwinn 
case. The value of such a gift would be the 
fair market value of the securities without 
any reduction on account of the donor’s 
indebtedness. However, if the donor makes 
it clear that the collateralized securities are 
to be treated as the primary source for the 
satisfaction of his debt, then the rationale 
of Jackman-Proctor-Gwinn requires that the 
gift be measured by the fair market value of 
reduced by the debt, since the 
out 


securities 
debt “could only have been paid 
of the pledged property.” 

A truly intrepid taxpayer might consider 
the consequences of making’a gift of col- 
lateralized securities to a charity without 


specifying that the securities are to be the 
primary source for the satisfaction of his 
debt, and then claiming a charitable deduc- 
tion measured by the entire value of the 
securities on the authority of the foregoing 
gift-tax cases. After all, his solvency makes 
it at least theoretically possible for hie debt 
to be paid “otherwise than out of the 
pledged property”; therefore the amount of 
his debt does not reduce the amount of his 
gift. 

The danger here is that the Commissioner 
might well concede the deduction, but then 
contend that to the extent that the donor 
does not discharge his debt but is relieved 
therefrom by the charitable donee, he has, 
in effect, recouped the amount claimed as 
a charitable deduction and is in receipt of 
income as a result of such recoupment to 
the extent that the charitable deduction 
would otherwise have produced a tax benefit.” 


There is some evidence that the Commis- 
sioner has reconsidered his rather vulnerable 
position with respect to the gift of the 
donor's equity in pledged securities. In the 
Mills Committee report of November 7, 
1956,” it was stated that “A double deduc- 
tion may occur where interest on a loan 
secured by a property is prepaid and then 
the property is donated to charity. In such 
cases the taxpayer may take both a deduc- 
tion for the prepayment of interest and a 
charitable-contribution deduction for the 
property given to charity. The charitable- 
contribution deduction reflects not only the 
value of the broperty less the indebtedness, 
but also the prepayment of the interest.’™ 
(Italics supplied.) Both the Treasury and 
the Joint Committee on Internal Revenue 
Taxation staff agreed that the remedy for 
this situation was to either require the donor 
to make an adjustment in his income in the 
year of the gift with respect to the interest 
deduction or to adjust the amount of the 
charitable deduction. 

The Mills Committee also manifested con- 
cern with the situation where a taxpayer 
borrows to purchase a bond and donates 
the bond to a charity just prior to the inter- 
(Continued on page 78) 





°8 Case cited at footnote 27, at pp. 41-42. 


* Cf. Rev. Rul. 54-566, 1954-2 CB 96, where 
a donor made a contribution to an exempt 
foundation for a particular project and deducted 
the amount thereof. The foundation subse- 
quently abandoned the project and, at the 
donor's request, transferred the amount of his 
contribution to another charity designated by 
the donor. Since the latter charity had not 
been designated as exempt, it was held that 
“The amount designated by the donor to be 
transferred constituted taxable income to 
the donor for the year in which the transfer 





was made, to the extent of the portion hereof 
which was previously taken as a deduction by 
him." See also Avery R. Schiller, CCH Dec. 
11,653, 43 BTA 594 (1941). There a taxpayer 
took a worthless stock loss as an ordinary 
deduction and was subsequently reimbursed for 
the amount of the loss by his employer: the 
court held that the amount of such reimburse- 
ment was taxable as ordinary income to him. 
* CCH Standard Federal Tax Reports, Vol. 
XLIII, No. 48 (Extra Ed.), November 9, 1956. 
*! Report cited at footnote 30, at pp. 67. 
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The Tax Consequences of a Loss 
By ROBERT S. HOLZMAN 


The impact of taxes on insurance premiums and proceeds is the subject 


of this article. 


Chronological stabilization insurance 


is proposed by the author as a method of obtaining many important tax advantages. 
For example, the equivalent of a reserve may be taken as a tax deduction. 

Also, funds can in effect be accumulated for 

contingencies without running afoul of the accumulated earnings tax. 


USINESS LOSSES are inevitable. For 

many types of hazards the question is 
not whether the loss will take place but when 
it will happen. 


At present there are several courses of 
action available to the businessman: 

(1) He may do nothing. However, the 
occurrence of a loss or its direct and indi- 
rect consequences may wipe him out. Even 
if he can absorb the loss, it may come in a 
year when the tax impact is particularly un- 
favorable, that is, there is no legitimate 
opportunity for timing. 


(2) He may be a self-insurer. However, 
the loss may take place before he has set 
aside a sufficient amount to compensate 
himself for this catastrophe. He is not 
likely to have any scientific basis for his 
provisions. Moreover, the amounts ear- 
marked for self-insurance are not a tax 
deduction during the period of reserve or 
accumulation. Thus, the government is not 
underwriting or subsidizing a major portion 
of the cost of the program. This tax sub- 
sidy that is not utilized is 52 per cent in the 
case of corporations making in excess of 


$25,000 annually. 


(3) He may set up reserves for specific 
hazards or for general contingencies. Here, 
again, he has no proper mathematical basis 
for the amounts involved. He will receive 
no income tax deduction for the reserves, 
and the Commissioner of Internal Revenue 
may add to surplus, for the purpose of the 
accumulated earnings tax, the reserve for a 
liability not deemed to be a true liability. 
(Hemphill Schools, Inc. v. Commissioner, 43-2 
ustc § 9585, 137 F. (2d) 961 (CCA-9, 1943).) 


Where a corporation, as a self-insurer, en- 


Tax Consequences of a Loss 


deavored to justify a reserve as reasonable, 
it was told: “This is a field of speculation 
in which the Tax Court should not be asked 
to venture without competent guidance.” 
(Smoot Sand & Gravel Corporation, CCH 
Dec. 21,668(M), 15 TCM 418, rev’d and 
rem’d on other issues, 57-1 ustc { 9376, 241 
F. (2d) 197 (CA-4).) If reserves are set 
up, funds may be earmarked that otherwise 
could profitably be used in the business. 
There have been instances of stockholder 
suits against management for not having 
utilized properly the corporate assets. There 
even have been some instances of union 
“activity” against a company for this reason. 

(4) He may take out insurance for vari- 
ous hazards. However, up to the present 
time, insurance has not been available for 
every type of contingency. One reason for 
this has been the absence of data. Without 
reliable actuarial material as to the possi- 
bility of a loss, an insurer would be disin- 
clined to take the chance blindfolded. As 
to the insured, he might find the cost to be 
excessive if the premium is measured by 
industry experience—that is, the insured 
would be penalized by careless practices or 
ignorance of protective procedures on the 
part of other businesses covered, 

From the federal income tax point of 
view, losses or provisions for losses fall 
into several categories: 

(1) The loss is to be claimed as a deduc- 
tion in the year of incurrence, whether or 
not that is most convenient taxwise. Ordi- 
narily a casualty loss is deductible in full 
(to the extent not compensated for by in- 
surance or otherwise), in accordance with 
Section 165 of the Internal Revenue Code. 
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However, the amount of the deduction is 
limited to the adjusted basis of the asset, 
even though the recovery would be woefully 
inadequate to purchase a replacement asset 
at today’s The casualty loss must 
be taken in the vear the loss was sustained, 
“even though collection is not made on the 
insurance during the year in which the loss 
occurred or though suit filed for re- 
covery of damages is not finally decided 
until a later year, In such case, you should 
compute your loss by deducting from the 
total loss the estimated amount of recover- 
able insurance, or other recoverable com- 
pensation, and deduct the loss so determined 
in the year the casualty occurred. If subse- 
quent events demonstrate that this estimate 
substantially inaccurate, an amended 
return should be filed correcting the mis- 
take.” (Internal Revenue Service Publication 
No. 155.) 


(2) Proceeds of insurance are applied 
against the loss, and only the excess over 
the insurance proceeds is deductible. Gain 
may be capital. 


prices, 


even 


was 


(3) If a business is deprived of property 
by what Section 1033 of the Code refers to 
as an involuntary conversion (fire, theft or 
other casualty), gain on the disposition of 
held for than six 
months would be treated as long-term 
capital while would be fully 
deductible for this purpose. However, gains 
and from involuntary 
would have to be netted, so that if there 
were a net gain, a casualty loss would not, 
in effect, be fully deductible but would only 
subject to long-term 


business assets more 


gain, losses 


losses conversions 


reduce the amount 
capital gain. 

(4) Reserves for losses or contingencies 
are not deductible. A reserve set up for 
self-insurance equal to the estimated pre- 
miums that otherwise would be paid to in- 
surance companies is not deductible. (Spring 
Canyon Coal Company v. Commissioner, 2 
ustc 9514, 43 F. (2d) 78 (CCA-10, 1930); 
Greenville Coal Company, CCH Dec. 1412, 
3 BTA 1323 (1926); Potts Run Coal Com- 
pany, CCH Dec. 5859, 19 BTA 1 (1930).) 
A reserve is nondeductible even though in- 
surance is unobtainable, and hence no other 


A, Thompson 


provision seems possible, (L 
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Scenic Railway Company, CCH Dec. 772, 
2 BTA 664 (1925); L. A. Thompson Scenic 
Railway Company, CCH Dec, 3311, 9 BTA 
1203 (1928). 


(5) Repairs are not deductible if they add 
to the life or usefulness of the property. In- 
stead, the expenditures must be capitalized. 
(llinots Merchants Trust Company, CCH 
Dec. 1452, 4 BTA 103 (1926).) 

(6) Expenditures to prevent future repair 
bills or even potential future damage are not 
currently deductible as repairs. Thus, where 
on the basis of past experience and a gov- 
ernmenial committee report a taxpayer raised 
protection against floods, the 
cost was capital. (Black Hardware Company 
v. Commissioner, 2 ustc 7 498, 39 F. (2d) 
460 (CCA-5, 1930).) Safety protective de- 
vices are not repairs. (/nternational Build- 
ing Company. CCH Dee. 6527, 21 BTA 617 
(1930).) 

(7) Use and occupancy 
ceeds, if in lieu of earnings that would have 
been taxable, are taxable. (Oppenheim’s, Inc. 
v. Kavanagh, 50-1 ustc § 9249, 90 F. Supp. 
107 (DC Mich.).) 


Allowance for most types of 
premiums is provided for by Section 162 of 
the Internal Revenue Code, which permits 
as a deduction “all the ordinary and neces- 
sary expenses paid or incurred during the 
taxable year in carrying on any trade or 
business ” “Among the items in- 
cluded in business expenses,” declare the 
regulations, “are insurance premiums 
against fire, storm, theft, accident, or similar 
losses in the case of a business x 
(Regulations Section 1.162-1.) 


its floors as a 


insurance pro- 


insurance 


The only types of insurance premiums 
specifically disallowed by the Internal Reve- 
nue Code refer to life insurance, (Section 
264.) There is authority for deducting the 
following types of insurance premiums, in 
addition to those referred to above in the 
regulations: flood, wind, hurricane, marine, 
crop (O. D. 215, 1 CB 104), use and occu- 
pancy (O. D. 645, 3 CB 89), fidelity bond 
(T. D. 2090), credit insurance (A. R. R. 
723, I-1 CB 113), automobile liability (1. T. 
3015, XV-2 CB 136), business overhead ex- 
penses during prolonged periods of disability 
due to injury or sickness (Rev. Rul. 55-264, 
1955-1 CB 11), workmen’s compensation 
(O. D. 964, 5 CB 118). Any expense for 
the business seems to fall within this cate- 
gory of ordinary and necessary expenses, 
except for the life insurance premiums spe- 
cifically excluded—and even such premiums 
lave been held to be deductible as a busi- 
ness expense under certain circumstances, 
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as where a creditor takes out a policy on 
the life of a debtor. (O. D. 38, 1 CB 104.) 


To be deductible under this heading, the 
expenditure must be for the purchase of in- 
surance. “Insurance” has been authorita- 
tively defined as follows: “A contract whereby, 
for an agreed premium, one party under- 
takes to compensate the other for loss on a 
specified subject by specified perils.” (Bou- 
vier’s Law Dictionary, 1946 Edition, page 


564.) 


As long as the insured is contractually 
bound to pay premiums to the insurer, it is 
immaterial that the actual net cost of the 
insurance is not known in a particular year. 
An accrual-basis corporation purchased catas- 
trophe insurance from Lloyd’s of London, 
the cost of the premium being determined 
by the amount of the payroll. The Commis- 
sioner of Internal Revenue sought to dis- 
the premittim as a deduction on the 
ground that it was a contingent 
“The only contingent factor with respect 
to the accrual of the insurance premiums,” 
the court said, “is the fact that the payroll 
has to be audited annually. We do not 
think this the deduction of the 
premiums, as it has been held that when a 
liability has accrued during the year it may 
be the basis for a deduction, although the 
amount of the liability has not been defi- 
nitely ascertained.” (Roundup Coal Mining 
Company, CCH Dec. 19,674, 20 TC 388 
(1953).) 


all Ww 


expense. 


prevents 


Policies, the final net cost of which is not 
known in the taxable 
form of coverage. The retrospective rating 
plan “gives weight to the loss experience in 
the current policy vear of the individual 
; The scheme therefore offers an incen- 
ive... « « BE the [insured] does 
accept the retrospective rating plan, the pre- 
mium for the current policy is adjusted after 
the termination of the policy period. 

The premium for the current policy period 
will be less or more than the premium at 
standard rates subject to certain limits, de- 
pending upon the losses developed for the 
period.” (S. B. Ackerman, /nsurance (New 
York, The Ronald Press Company, 1951), 
pages 670, 672.) That is, if losses have been 
less than the underwriters expected, a re- 
fund of a portion of the premium is made as 
a reward to the policyholder. It 
prove excessive as compared to the initial 
expectation of the underwriters, an addi- 
tional premium or penalty is charged. This 
is strictly in line with the modern-day con- 
cept of insurance as being (1) indemnifica- 
tion for also (2) a that 


year, are a familiar 


le SsSes 


and force 


lk sses 


Tax Consequences of a Loss 


seeks to cut down on losses by eliminating, 
or taking steps to minimize, the stipulated 
hazard. “Insurance companies also make a 
vital contribution to the 
creasing 


economy by de- 
the chance of loss through loss- 
prevention activities. 
maintain large 

functions are to 


Insurance companies 
engineering staffs 

find out why accidents 
occur and how to prevent them.” (Robert 
1. Mehr and Emerson Cammack, Principles 
of Insurance (Homewood, Illinois, Richard D. 
Irwin, Inc., 1952), page 21.) Accidents, of 
course, are not the only subject that may be 
reduced by advance knowledge of probabilities 
and preventive planning. Almost any hazard, 
including nature and actions of 
man, may lend itself to protective steps of 
some sort. 


whose 


forces of 


\ well-publicized example of a retrospec- 
tive premium adjustment was the return 
to the Port of New York Authority on May 
22, 1957, of a substantial portion of the pre- 
mium because of a very favorable experience 
factor by the Indemnity Com- 
pany of North America. 


Insurance 


Where premiums are high because of the 
hazard involved, the retrospective premium 
adjustment feature is useful. Flood insur- 
ance is a case. in point. The United States 
Department was asked to rule on 
one matter where a corporation planned to 
take out flood insurance with an insurance 
company in the total amount of $50,000, to 
be written period, with 
$5,000 as a premium deposit for coverage 


Treasury 


over a ten-year 


be effective for the first policy year 


and the 
coverage to be increased by a premium de- 
posit of $5,000 per year until it reached 
$50,000. The full amount of the premium 
deposit was to be credited to a flood 
account, with a portion designated as a re- 
serve fund. The 
amount of one additional premium was in- 
Che 
agreement further contained provisions for 
withdrawal of the insured’s 
in the flood loss account days’ 
notice. The chief of the Tax 
Branch of the Treasury Department ruled 
that “the annual premium paid by such 
company will constitute a deductible ex- 
pense for Federal income tax 
that it is 

insurance in force and 


loss 
right of assessment in the 
cluded in the subscriber’s agreement. 


balance 
upon 60 


credit 


Corporation 


purposes to 
applicable to flood 
effect during the 
with the 
provisions of section 162 of the Internal 
Code of 1954. Any withdrawals 
representing refunds of portions of the pre- 


the extent 


current taxable year in accordance 


Revenue 


miums paid would, of course, represent in- 
come in the year received “ (Letter Ruling, 
July 24, 1956, symbols T:R:C/JCH.) 
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The tax treatment set forth in this ruling 
is the same as that applicable to insurance 
against most other hazards. It is com- 
parable to the rules applied to retrospective 
insurance premiums. In the event that a 
loss does not occur, the premiums, although 
tax deductible in the year of payment, result 
in refunds (less loading charges) which are 
included in gross income during the year of 
receipt. 

The retrospective premium adjustment is 
not to be confused with a situation where 
one party makes advances to another under 
a promise of the recipient to repay the sums 
advanced. In one case it was held that such 
payments were not deductible as ordinary 
and necessary expenses “since they could 
not be expenses of any kind provided the 
petitioner [who originally had advanced the 
funds] could and did enforce its right to 
reimbursement.” (Glendinning, McLeish & 
Company, Inc. v. Commissioner, 1932 CCH 
7 9565, 61 F. (2d) 950 (CCA-2).) However, 
in the case of insurance, the insurance com- 
pany may make no commitment to return 
the funds. A large part of the premium 
(perhaps most of it) may be returned if 
there were no claims, but that depends upon 
a contingency which is not known in the 
taxable year and perhaps not until the ex- 
piration of the policy. Any amount that 
the insurance company may pay back to the 
insured is not, as a result of a promise to 
repay, a sum certain as in the Glendinning 
case. The insurance company’s payment is 
a claim settlement or else a retrospective 
premium adjustment. 


To be deductible, an expenditure must 
meet the statutory requirements as to its 
being ordinary and necessary. “The statute 
contains no express limitation with respect 
to the reasonableness of the amounts as a 
condition to deduction, but payments 

which are excessive in amount, taking 
into consideration all the facts of the par- 
ticular case, do not constitute ordinary and 
necessary business expenses.” (Limericks, 
Inc. v. Commissioner, 48-1 ustc J 9146, 165 F. 
(2d) 483 (CCA-5), quoted in Lincoln Elec- 
tric Company v. Commissioner, 49-2 ustc 
7 9388, 176 F. (2d) 815 (CA-6).) Thus 
any amount of premium may not constitute 
an allowable deduction for tax purposes. 
Such is the case with certain premiums on 
factory fire insurance mutuals. Here “mem- 
bers are required to pay premiums in excess 
of expenses and expected losses. At the 
end of the year, excess premiums are re- 
funded as dividends, which have been large.” 
(Ackerman, work cited above, at page 678.) 
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The full potential of the use 

of insurance has not been 
enjoyed generally because of 
the past unavailability 

of many types of risk coverage. 


In such a case it might be argued that the 
insured was making a payment that was 
believed at the time to consist of two ele- 
ments—part protection and part future divi- 
dend. Where, however, the rate is set on 
a scientific basis under approved actuarial 
methods on the assumption that the carrier 
will over a period of years pay out in 
claims all except loading charges, the amount 
of the premium could not be said to be un- 
reasonable to any extent. The premium 
when set in arm’s-length bargaining be- 
tween the insurer and insured was such that 
in the year of payment both parties regarded 
the payment as one that was exclusively for 
coverage. If, because of retrospective pre- 
mium adjustment, any amount is to be re- 
paid to the insured, that is of tax concern 
only in the year of repayment. 


An amount accrued and paid in one year 
as insurance premiums, although refunded in 
a subsequent year on the cancellation or ex- 
piration of the contract, is a proper deduc- 
tion for tax purposes in the year of accrual 
and payment. (Louis S. Cohn Company, 
CCH Dec. 4226, 12 BTA 1281 (1928).) 
Where a corporation in a taxable period 
receives refunds of insurance premiums paid 
and properly deducted in a previous year, 
they represent taxable income to the cor- 
poration when returned to it. (Jamaica Water 
Supply Company, CCH Dec. 11,256, 42 BTA 
359 (1940).) Refunds of premiums on poli- 
cies of workmen’s compensation insurance 
represent ordinary income and not dividends 
to an employer. (Houston Chronicle Publish- 
ing Company, CCH Dec. 14,101, 3 TC 1233 
(1944), aff'd, 3 TCM 1071. 


Certainly it is unnecessary at this late 
date to have to justify the use of risk insur- 
ance. University economists and practical 
businessmen point out its advantages; the 
Internal Revenue Code recognizes most 
types of insurance as business expenses; 
court decisions and administrative rulings 
have liberalized the language of the statute. 
However, the full potential of the use of 
insurance has not been enjoyed generally 
because of the past unavailability of many 
types of risk coverage. 

Past unavailability of this coverage means, 
of course, that the income tax status of 
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certain insurance programs has not been 
clarified. However, an analogy with older 
techniques that have been tested taxwise 
riakes it possible to formulate an opinion as 
to the tax aspects of insurance plans that 
are not yet in wide use. One such plan is 
chronological stabilization insurance. 

Certain insurance companies issue policies 
upon virtually any type of risk, assuming 
that a competent independent rating organ- 
ization will develop the necessary data as 
to hazards, loss probabilities and the like. 
The basic premium will be based upon actu- 
arial factors measuring the risk, plus a 
loading charge. The policy will be issued 
for a term of years, for example, ten. 
The premium may be paid in equal annual 
installments. For tax purposes, premiums 
have to be prorated over the life of the 
policy in any event. When the policy is 
terminated, an adjustment in premium may 
be made by the insurance company on the 
basis of the insured’s actual experience, that 
is, was the actuary’s estimate too high or 
too low in terms of the actual experience 
of the insured in the period covered by the 
policy? Most insurance rates are predicated 
upon the basis of group experience. The 
carrier does not have a scientific basis for 
relying upon the factors peculiar to a single 
policyholder. However, insured chronologi- 
cal stabilization plans provide scientific data 
for an individual policyholder as the result 
of a study of the hazards and other factors 
by an independent appraisal organization. 
Whether the rates are group or individual, 
the insurer is accepting the risk upon the 
basis of the most scientific data available. 
The difference is solely a matter of rating 
methods. 

A typical policy contains a standard rein- 
statement clause: “Every claim paid here- 
under reduces the amount of insurance by 
the sum so paid, but it is a condition of this 
policy that in the event of loss, the Assured 
agrees to pay the Company additional pre- 
mium or premiums at pro rata rates on the 
amount of such loss, to reinstate the full 
amount of this policy, such reinstatement to 
take effect immediately upon the occurrence 
which occasioned the loss, and the charges 
therefor to be made from such date.” Thus, 
if at any time during the life of the policy 
the insured sustains a loss that exceeds the 
sum of the premiums paid up to that time, 
the insurer would collect additional premiums 
on a retrospective basis from the insured. 

The advantages of this type of insurance 
are as follows: 

(1) Protection may be obtained against 
virtually any type of hazard, including many 


Tax Consequences of a Loss 


risks presently without protection. These 
include, among others, strikes, legal claims, 
structural failure, currency nonconvertibility, 
uncompensated expropriation, breach of bail- 
ment, forces of nature and bacteriolysis of 
imported commodities. 

(2) Certain aspects other than possible 
reimbursement for loss are obtained, such 
as the risk minimization advisory service 
supplied by the insurance company. 

(3) As a result of the actuary’s survey 
of the hazards, the policyholder will “know 
the score’—a great asset even if nothing 
can be done about the situation. 

(4) The risk, actual cost and tax cost 
are spread over a period of years, with the 
averaging characteristic of all insurance. 

(5) The insured is encouraged to take 
practical steps to lessen his hazards because 
of the reward that follows his bettering the 
risk factor determined by the actuary. By 
knowing, as a result of the actuarial study, 
what risks may be present, the insured may 
take offensive and defensive action against 
them. Indirect benefits may follow. For 
example, if steps can be taken to minimize 
the loss of the plant through specified catas- 
trophe, idle plant expense may be elimi- 
nated and sales contracts will not be for- 
feited. 

(6) Since the rate over the policy life is 
set by the actual experience of the insured, 
he is not penalized for the carelessness of 
other insured parties. 

(7) By paying insurance premiums under 
contractual liability over a period of years, 
the insured gains permissible income tax 
advantages. 

The following tax advantages are corol- 
lary to the business advantages of this type 
of insurance: 

(1) The equivalent of a reserve may be 
taken as a tax deduction. 


(2) Funds can in effect be accumulated 
for contingencies without running afoul of 
the accumulated earnings tax. 

(3) A continuing tax deduction for pre- 
miums may be obtained, which is tanta- 
mount to amortizing the cost of a loss over 
a period of several years. 

(4) Uncompensated business 
assets might have to be offset against long- 
term capital gains, with a 25 per cent tax 
advantage, whereas the insurance would be 
fully deductible. 

(5) Insurance expense would be spread 
over a number of taxable years, whereas 
without insurance the business or casualty 
loss would have to be taken in a single 
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year, when profits might be small or when 
effective tax rates might be unfavorable. 


(6) As a result of insurance, it may be 
possible to replace an asset, takén away by 
involuntary conversion, without taxable gain. 
In the absence of insurance, the replace- 
ment of the asset might not be able to be 
financed within the time limit set by the 
Internal Revenue Code, with the result that 
any gain would be taxed. 


(7) It is wise tax planning to spread ex- 
penditures over a period of years in order 
to achieve a greater degree of uniformity 
in operational results. As to the “bunching” 
of income that might occur were there to be 
a reimbursement by the insurance company 
at the end of the policy life, this would be 
taxable income at the time of receipt, that 
is, in one year. However, the most con- 
servative tax consultant can advise legitimate 
methods by which other items of income or 
expense may be controlled in a temporal 
sense so that the impact of any reimburse- 
ment can be absorbed or at least minimized. 
For example, certain expenses that other- 
wise would fall in other years may properly 
be channeled to the year of any reimburse- 
ment by the insurance company. 


The fact that the insured will eventually 
recover all of his premiums less loading 
does not make the arrangement 
anything other than insurance. There are 
familiar types of life insurance and annuities 
where the policyholder is guaranteed that he 
or his nominee will, under all the circum- 
recover the full cost. These are 
nonetheless insurance contracts, The amounts 
which the insured will recover may or may 
not constitute a return of excess premiums. 
If the actuary’s assumptions were com- 
pletely valid, over a period of years the 
insured would receive back only the actual 


charges 


stances, 


ASSESSED VALUES EXCEED $280 


The property tax is the financial 
mainstay of local governments. Prop- 
erty subject to local general property 
taxation in the United States is valued 
officially by local and state assessors 
at more than $280 billion. 

Nearly nine tenths of all tax rev- 
enue of local governments is from 
this source. Nation-wide property-tax 
collections total about $12 billion an- 
nually, or $70 per person. 

Exemptions reduce the total sub- 
ject to taxation by $8 billion, to ap- 
proximately $272 billion. Three quar- 
ters of this, $203 billion, consists of 
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reimbursement of his losses. The insured 
will not get back his whole expenditure in 
any case. However, under any form of 
insurance the insured, under actuarial prin- 
ciples, is similarly limited in theory or the 
insurance company could not make a profit 
If an insurance company had sufficiently 
good data so as to “remove all uncertainty 
as to the amount of loss that will be experi- 
enced during a given period of time, the ac- 
cumulation of money through premiums 
from property owners (leaving out of ac- 
count the expenses and reasonable profits 
of the insurer) would be limited to the 
exact amount of the expected loss.” (S. S. 
Heubner, Property Insurance (New York, 
D. Appleton-Century Company, Inc., 1938), 
page 6.) 

The policy, as issued by an insurance 
company, is an unqualified agreement of in- 
demnification. A typical policy will contain 
the following standard phrase: “This policy 
insures against direct loss or damage by 

” 

The insured will be able to show as the 
sound business purpose for his expenditure 
such factors as the obtaining of protection, 
the elimination of worry and uncertainty, 
the obtaining of better credit terms in view 
of the protection, the services rendered by 
the insurance company in such areas as risk 
minimization, and the financial benefits that 
come from a stabilized insurance outlay ra- 
ther than occasional heavy losses. The very 
favorable tax aspects of the plan do not 
constitute phases of a sound business pur- 
pose. The desire to escape taxation is “le- 
gally neutral.” (Chisholm v. Commissioner, 
79 F. (2d) 14 (CCA-2, 1935).) However, 
that is no reason why the tax advantages 
cannot be enjoyed in conjunction with the 
legitimate purposes of utilizing insurance. 


[The End] 
BILLION 


real estate which is locally assessed, 
while one sixth, $47 billion, consists 
of locally assessed personal property, 
including intangibles (stocks and bonds, 
etc.) that are subject to general prop- 
erty taxation in a few states. 

Over one fourth of locally assessed 
realty consists of commercial and in- 
dustrial property, officially valued at 
$58 billion. One seventh is acreage 
and farm properties, while the re- 
mainder, less than 5 per cent, includes 
vacant lots, valued for tax purposes 
at $4.7 billion, and miscellaneous prop- 
erty shown at $4.4 billion. 
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Deduction for Depreciation 
Before Acquisition of the Asset 


By WIRT PETERS 


This article contains a most original suggestion for tax relief 


for small businesses. 


It is adapted from testimony of the author at the 


hearing held by the United States Senate Select Committee 
on Small Business at Miami, Florida, November 5, 1957, in connection 
with its study of ‘‘The Impact of Taxes on Small Business."’ 


| IS to be emphasized immediately that 
this is not a brief for a reduction in tax 
rates. On the contrary, I would not be 
much disturbed by the amount of the share 
of the earnings of a business taken by the 
government, if only it were a share of the 
economic net result rather than of an arbi- 
trarily defined annual taxable net income. 
My concern even now primarily arises only 
because the amount currently being absorbed 
by taxes deprives so many businesses of 
their reproductive capacity. 


needs 


That small business some new 
method of securing financial assistance dur- 
ing certain crucial periods seems well estab- 
lished to the satisfaction of those most 
involved with the situation. Various statistics 
are sufficiently convincing for the acceptance 
of that assumption, at least for the purposes 
of this consideration of the possibilities 
The adoption of that hypothesis immedi- 
ately compels the delineation of the 


area 
prope ssals offered here 


within which the 
may be expected to be effective. 

There are three critical periods in the 
existence of a small business—periods dur- 
ing which, under our current taxing methods, 
it nearly always needs outside assistance if 
it is to survive: (1) the early period of 
development, (2) any subsequent time of 
expansion and (3) upon the death of the 
entrepreneur.’ 

Any substantial aid which can be pro- 
vided during these sensitive periods will 
materially help in preserving this valuable 


1 Recommendations with reference to assist- 


ance during this third period are not included 
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taxable asset for subsequent additional use 
by the government. 

During the initial development it is par- 
ticularly difficult to secure outside financing. 
The working capital of the new business 
may be from savings, but it often acquires 
the essential assets on secured credit financ- 
ing. For the 
profits are used to pay off the credit 
ment and reinvested in cur 


so that 


first few ll 


years, a 


cash is constantly 


he business may suddenly witl 


payment of 


fac ed 


a heavy outlay of cash for the 


an assessment of taxes based on a difference 
of opinion as to the length of time 
which the in the 


investment productive 


assets should be charged off and the amounts 
t salvage value to be provided. This 


retards the 1 


cash 


requirement always rmal 


growth of the business and frequently halts 
it altogether. 

Just as often, a businessman has difficulty 
justifying a request for a loan for expansion, 
or even replacement, on the basis of past 
net income after taxes; for repayment of a 


loan usually must be provided almost en- 


tirely out of the posttax earnings, inasmuch 
as the loan is generally for a shorter period 
than the depreciation the 
asset acquired. 


allowance for 


If the businessman is to have any new 


or additional assistance, apparently it must 
be made available by his government—not 
the ordinary kind of government subsidy 


but an opportunity of utilizing his own 


here, being without the scope of the subject 


of this paper. 
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capabilities. One rather obvious procedure 
is to make it possible for him to provide 
for replacement, development or expansion 
from pretax earnings. This, in turn, seems 
to require either the provision of a new 
deduction or a method of making a new 
use of an old one. One way which may 
hold some promise is the redefinition of the 
deduction called depreciation. 


Depreciation Deduction Has Never Been 
Restricted to Depreciation 


No tax man would ever admit that the 
deduction for depreciation ever has been 
restricted to the terms of the statutory 
provision creating it. Consider: 


“In computing taxable income’ — 
there shall be allowed as a depreciation 
deduction a reasonable allowance for the 
exhaustion, wear and tear (including a 
reasonable allowance for obsolescence)— 


“(1) of property 
business, or 


used in the trade or 
“(2) of property held for the production 
of income.” * 


It is believed that everyone will agree, 
without the necessity of documenting the 
proposition, that the deduction is used for 
the purpose of charging off, as an expense 
against income, the cost of the business 
asset to which the deduction is permitted 
to apply, and that there is little correlation 
with actual wear and tear. In fact, inasmuch 
as the costs of maintenance and repairs are 
allowable deductions, it not infrequently 
happens that an asset is in as excellent 
condition at the end of the depreciation 
period as it was at the beginning. The 
term “depreciation” should be eliminated 
altogether from the tax law and some such 
term as “amortization” substituted, 


Statutory Recognition of Principle 
of Charge-Off of Asset Costs 


A positive step toward the statutory 
recognition that this deduction is related 
to the decrease in value, because of the 
nature of our economic system, rather than 
to the wear and tear of the asset, was taken 
in 1954 wnen provision was made for sev- 





2 1954 Code Sec. 161. 


eral new methods of computing the depre- 
ciation deduction. The result of each method 
is to charge off a greater amount in the 
earlier years of the life of the asset while 
it is suddenly losing value in the conversion 
from a new property to a second-hand one, 
although there may be no more actual wear 
and tear the first year than during the 
second year. That is, the deduction is al- 
lowed for the decrease in the financial value 
of the asset unrelated to its physical condition. 

The statutory authority for expedited de- 
preciation of emergency facilities recognizes 
the need of correlating the charge-off over 
a period of short-term financing. The 
criticism of the policy arises not so much 
from the method as from the apparent 
inequitable application, inasmuch as a com- 
paratively limited number of companies can 
avail themselves of this realistic opportunity. 

These methods have already given busi- 
ness some relief and, even more importantly, 
they point the way for further substantial 
assistance, 


Allow Taxpayer to Select Time 
and Method of Charging Off Asset Costs 


If we thoroughly accept the principle of 
writing off investment costs and arriving at 
an economic net income for tax purposes, 
then it will have stimulating effect on small 
business to be permitted to determine for 
itself when and over what period of time 
to use the amount of the charge-off. This 
procedure is not unfamiliar to the tax sys- 
tems of other countries, and it would not 
have nearly as much effect on the tax 
revenue of this country as might at first 
appear. Since 1954, with the new methods 
permitting a doubling of the initial rates 
of depreciation, much of the shock to the 
revenue system has been absorbed already, 
and this final step could be taken safely 
at this time, 

This giving back to the management the 
opportunity of judging for itself when to 
make the deduction, in addition to the 
psychological effect, would eliminate a large 
quantity of the Internal Revenue Service's 
administrative problems and free a consid- 
erable portion of the revenue agents’ time 
which is now spent in hindsighting the 
management’s decision on depreciation. 


Extension of Principle to Arrive 
at Economic Net Income 


This section is inserted here almost paren- 
thetically; nevertheless, this principle of 


% 1954 Code Sec, 167. 


January, 1958 © TAXES — The Tax Magazine 





An independent Judiciary is c strong 
Judiciary, a fearless Judiciar, 

having respect for its coequal kb -anches 
of government, but respecting even 
more its paramount obligation to the 
American people in interpreting 

the supreme law of the land.— 
Senator Alexander Wiley of Wisconsin. 


charging off against income 


should now be extended to cover all assets 
used in the trade or business, or held for 
the production of income, in order to arrive 
at the economic net income which can be 
shared with the government without ma- 
terial damage to the business. 


asset costs 


Probably the most important asset of 
most small businesses not presently “depre- 
ciable” is land. If at first it seems contrary 
to accepted ideas to depreciate land, please 
remember that the deduction is not used 
to cover actual physical deterioration but 
is used only as a means of charging off 
the investments in business assets. There 
seems to be no more theoretical justification 
for requiring a businessman who owns, or 
is purchasing, his land to keep, in effect, 
that amount of his capital permanently tied 
up, than there would be not to permit the 
businessman who rents his property to de- 
duct the portion of the rent cost applicable 
to the land. 


Deduction Allowed in Advance 
of Acquisition of Asset 


Having thus summarily presented the in- 
troductory stages, it is now possible to 
consider how the deduction for “amortiza- 
tion” can be used to provide some very 
substantial assistance to a business. This 
assistance generally will increase the effec- 
tiveness of the business. Accordingly, it 
will make the taxable asset more valuable 
to the government and eventually overcome 
any immediate decrease in tax revenue. 
Further, this method should be attractive 
to the government because it can have the 
use of the money in advance of the tax 
collections. 

Particularly if it is agreed that the judg- 
ment of the management should control 
the time and method of the write-off of the 
cost of a business asset, it will not be too 
difficult to concede that the deduction could 
be made in advance of the acquisition of 
the asset. 


Deduction for Depreciation 


‘allowed to create a 


The management, having determined the 
necessity of acquiring an asset, should be 
fund from pretax re- 
sources with which eventually to make the 
purchase. This fund could be carried in an 
account established with the collector of 
internal revenue, and the amounts paid into 
the fund could be allowed as deductions in 
arriving at current taxable net income. 
When the asset is then acquired, the amount 
of the fund used for the purchase would 
be applied as a reduction of the tax basis 
of the asset. 

The adoption of this procedure naturally 
would provoke additional considerations. 
For example, the fund provided in this 
manner should be eliminated from any 
calculation relating to the improper accumu- 
lation of surplus. Further, the need for 
treating the gain on the disposition of a 
business asset in the manner of a capital 
gain would be sufficiently alleviated to 
make it possible to require it to be restored 
to ordinary income. Probably the deduction 
representing the “preacquisition amortiza- 
tion” would not be used in the computation 
of a net operating The 
adjustments required by the various inter- 
related consequences should not be re- 
garded as arguments against the proposition. 


loss. necessary 


There is, also, a miscellany of details 
which would have to be provided to circum- 
scribe the use of the fund, and the deduction, 
most of which are of a minor administrative 
character. Possibly a nominal rate of inter- 
est could be allowed on net credit balances, 
which would not income if 
the amounts deposited were paid directly 
for the acquisition of the previously selected 
or used for the payment of income 

Probably if the asset were not pur- 
chased within a predetermined time, the 
account would have to be restored to income 


be considered 


asset 


taxes. 


Conclusion 


The purpose of these proposals is to pro- 
vide a possible procedure for preserving the 
reproductive processes of a business and 
for approaching an economic net income 
which can be shared with the government 
without materially hampering the continued 
availability of this taxable asset. If, at the 
same time, the method would make a con- 
siderable amount of cash available for use 
by the government, it would absorb most 
of the financial tremors occurring during 
the readjustment of the tax structure. The 
proposal for a pretax, preacquisition fund 
would accomplish both purposes. 


[The End] 
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Tax Problems Confronting American 


United Kingdom companies which qualify as Overseas Trade Corporations 

have new tax advantages at their disposal which will substantially enhance 

their competitive position vis-a-vis their American competitors. 

Early recognition of this factor, as well as the possible significance 

of the proposed European common market, should enable American 

companies engaged in foreign trade to review their operations and take the 
measures available in an effort to maintain their competitive position. 

This article is reprinted from the Export Trade and Shipper, August 12, 1957. 


w' OME 15 years ago the United States 

was deeply involved in World War II. 
trade was being curtailed 
sharply. To promote solidarity within the 
Western Hemisphere the so-called “Good 
Neighbor” policy was fostered with respect 
to Latin America. 


Our foreign 


In the latter part of 1942, the Senate Fi- 
nance Committee reviewed the problems then 
existent with respect to our Latin American 
trade and found that it was impracticable 
for a parent corporation having many inter- 
ests in Central or South America to carry 
on business there in its own name. As a 
matter of economy and efficiency, it was 
necessary to organize a subsidiary corpo- 
ration to act in its place. These subsidiary 
corporations, while organized within the 
United States, conducted their operations 
entirely outside of the United States and, 
therefore, did not compete with American 
companies operating within the United States. 
The committee was of the opinion that it 
would be a wise policy to encourage the 
formation of such corporations for the pur- 
pose of stimulating American trade abroad. 


In addition, the committee recognized that 
American corporations trading in foreign 
countries within the Western Hemisphere 
were placed at a considerable competitive 
disadvantage with foreign corporations un- 
der the income tax rates then in effect. 

To rectify this situation, Congress en- 
acted legislation which became Section 109 
of the 1939 Internal Revenue Code (cur- 
rently Section 921 of the 1954 Code), or in 
more familiar terms it created the concept 
of the Western Hemisphere Trade Corpo- 
ration. Recognition of the advantages of 
this tax vehicle gradually developed to a 


point where many aggressively minded firms 
eagerly adapted their procedures so as to 
take the fullest advantage of this means of 
operation. 

As we know, a Western Hemisphere 
Trade Corporation is taxed at an effective 
rate of 38 per cent, rather than the 52 per 
cent applicable in ordinary circumstances. 
This 14 per cent advantage is only avail- 
able to those companies which satisfy the 
substantive and geographical criteria estab- 
lished for Western Hemisphere Trade Cor- 
porations, as set forth in Section 921 of the 
Code. With this boon, American companies 
rapidly expanded their trading in the West- 
ern Hemisphere. 


World-Wide Tax Inequities 


However, with the close of World War 
II, American companies once again found 
themselves competing in world-wide mar- 
kets (outside the Western Hemisphere) 
against foreign competitors who were not 
burdened with a 52 per cent tax rate. 

The importance of this problem was 
recognized in 1954 by the House Ways and 
Means Committee when consideration was 
being given to the monumental revision of 
the internal revenue laws of the United 
States. In its report, the committee indi- 
cated that it recognized that firms doing 
business abroad may be competing with 
other enterprises which have lesser taxes to 
bear and that such firms may be assuming 
certain risks that do not prevail in domestic 
business ventures. 

It was also impressed by the fact that the 
present United States tax approach tends 
to induce heavy foreign taxation of Ameri- 
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Foreign Trade 


By HOWARD P. SWANSON 
Assistant Tax Manager, 
M. W. Kellogg Company, Jersey City 


Accordingly, it proposed 
changes designed to correct this tendency, 
to eliminate certain inequities in the present 
tax treatment of foreign income and to off- 
set some of the factors adversely affecting 
investment by giving special tax 
treatment to business income from foreign 


can enterprises. 


foreign 


sources, 


The committee also observed: “For a 
number of years United States corporations 
engaged in business in the Western Hemi- 
sphere, but outside the United States, have 
been able to qualify for a reduced United 
States tax rate.” Therefore, it believed that 
similar treatment should be extended to 
income from business investment in other 
parts of the world. While it would have 
been possible to make the Western Hemi- 
sphere Trade Corporation provisions appli- 
cable on a world-wide basis, the committee 
refrained from such an approach because 
certain types of enterprises would thereby 
obtain preferential tax treatment even 
though they were not engaged in the con- 
duct of a involving a significant 
investment abroad. 


business 


Proposed Elimination of Inequities 


With this in mind, the House Ways and 
Means Committee proposed the adoption of 
a new section of the Code, Section 923, to 
provide that a corporation would be entitled 
to a credit against tax equal to 14 per cent 
of certain types of income derived abroad. 

However, the Senate Finance Committee 
declined to accept the provisions of Section 
923 as proposed in the House bill, indicating 
that it was not at that time prepared to 
adopt the approach to the problem incorpo- 
rated in the House bill, since it was new 
ground being explored and it presented un- 
certainties and difficult problems. 

Accordingly, the Senate committee omitted 
the proposal from the bill as reported with 


American Foreign Trade 


the thought that exploration of the matter 
in conference with the House of Repre- 
sentatives would make it possible to adopt 
a provision which would be satisfactory. 
The absence of any such provisions in the 
1954 Internal Revenue Code is indicative of 
the lack of agreement on this issue. 

Interrelated with the proposed 14-point 
rate reduction for foreign income were pro- 
visions concerning the deferral of tax on 
income of certain foreign branches, which 
the House set forth in its proposals for 
Sections 951-958. In suggesting these pro- 
visions, the House committee 
the fact that a domestic corporation enter- 
ing into business abroad may conduct its 
operations through either a foreign subsidi- 
ary or a branch enterprise. 


recognized 


If it chooses the foreign subsidiary, no 
United States tax attaches to the profits 
derived through that subsidiary, except as 
distributed in the form of divi- 
dends. However, if it should operate abroad 
through a existing 
law provides that the profits of the branch 
are to be taxed currently. 


they are 


branch establishment, 


The House committee was of the opinion 
that this distinction in tax treatment, based 
upon the form of business organization used 
abroad, should be eliminated to the extent 
that it is Accordingly, 
the bill provided that domestic corporations 
would be granted an election to defer tax 
on the profits of their foreign 
similar to the which taxes are 
deferred on the profits of foreign subsidi- 
aries. The applicability of these provisions 
was to be restricted to those branches which 


feasible to do so. 


branches 
manner in 


meet the same tests concerning the active 
conduct of a trade or business as was im- 
posed on corporations which would qualify 
under the provisions of the proposed Sec- 
tion 923. 

However, the Senate Finance Committee 
deleted these provisions, fol- 
lows: “Since the proposal to permit deferral 
of foreign branch income, in the House bill, 
is dependent on the requirement that an 
eligible branch must be engaged in the ac- 
tive conduct of a trade or business entitling 
it to the 14-percent differential mentioned 
in the discussion of section 923, your com- 
mittee believed it advisable to omit this 
proposal.” 


reasoning as 


Flurry of Interest Subsides 


Thus, briefly speaking, has been the back- 
ground of the ill-fated proposed Sections 923 
and 951 through 958. The flurry of interest 
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in giving American business a greater in- 
centive to seck foreign income, by reducing 
tax rates and permitting deferral of income 
subject to tax, subsided to an almost im- 
perceptible ripple until July, 1955 when 
Representative Jere Cooper of Tennessee, 
chairman ot the Committee on Ways and 
Means, introduced H. R. 7725 in the House 
of Representatives “to provide a lower rate 
of tax on certain business income from 
foreign branches until withdrawn from the 
country where earned.” The provisions of 
H. R. 7725 were virtually the same as those 
contained in Sections 923 and 951 through 
958 which were suggested by the House 
committee at the time the 1954 Code was 
being formulated. Unfortunately, H. R. 7725 
has apparently suffered the same fate. 


Similar United Kingdom Problem 


It is interesting to note that a somewhat 
similar situation has existed in the United 
Kingdom. Under present law, United King- 
dom companies, which carry on business 
overseas and which are controlled and man- 
aged in the United Kingdom, have to pay 
United Kingdom tax currently on _ their 
profits earned abroad, subject to a setoff 
against the United Kingdom tax for similar 
taxes paid overseas. This position has been 
criticized frequently on the ground that the 
United Kingdom concern, trading in an over- 
seas country where tax rates are lower than 
those in the United Kingdom, is at a disad- 
vantage with local competitors. 


This problem was carefully reviewed by 
the Royal Commission on the Taxation of 
Profits and Income, which recognized that 
the central control and management cri- 
terion was the crux of the problem and that 
it is not in the best interests of the country 
that business should be discour- 
aged from having its central control and 
management situation in the United King- 
dom. As a solution, in 1955 the Royal Com- 
mission suggested that special tax treatment 
should be available to a specific type of 
corporation trading overseas. 


overseas 


The soundness of this position has ap- 
parently impressed the British Finance 
Ministry. In the Finance Bill of 1957, pub- 
lished April 30, 1957, and presently being 
debated in the House of Commons, the 
United Kingdom, at the estimated sacrifice 
of approximately £35 million per year, has 
proposed to extend tax concessions to those 
companies which meet the specific require- 
ments and qualifications of what is to be 
known as an Overseas Trade Corporation. 


Overseas Trade Corporation 


Generally speaking, a company, controlled 
and managed in the United Kingdom, will 
qualify as an Overseas Trade Corporation 
if it conducis all of its trading operations 
abroad (except in the Republic of Ireland). 
Alternatively, a company “resident” in the 
United Kingdom which does not itself carry 
on a trade, but which has a subsidiary com- 
pany which is an Overseas Trade Corpora- 
tion carrying on a trade outside the United 
Kingdom, may itself qualify as an Overseas 
Trade Corporation provided it has no other 
subsidiary resident in the United Kingdom 
which is not an Overseas Trade Corporation. 


Under this alternative, the well-known 
English magazine The Economist has sug- 
gested that a British parent company could 
form a separate subholding company con- 
trolling the operations of overseas subsidi- 
aries. So long as this holding concern has 
no British subsidiaries, it will qualify as an 
Overseas Trade Corporation—thereby per- 
mitting a British tax-free flow of funds from 
one overseas subsidiary to another. The 
availability of such a procedure should be 
extremely attractive to British companies 
with foreign interests. 


In his budget speech to the House of 
Commons, the Chancellor of the Exchequer 
indicated that the companies to be included 
in this consideration are those wholly en- 
gaged overseas in mining, oil winning, agri- 
culture, manufacture and processing, public 
utilities and distribution. Specifically ex- 
cluded from consideration as O. T. C.’s are 
shipping, banking, insurance, dealers in 
securities, moneylending or hire-purchase 
credit businesses, as well as companies 
which provide for the professional or vo- 
cational services or work of individuals ordi- 
narily resident in the United Kingdom. 


In addition, a company will not qualify 


as an O. T. C. if goods are purchased for 
export but delivery of the goods so pur- 
chased is taken in the United Kingdom. If 
delivery is taken on board a ship or aircraft 
in which the goods are exported, the com- 
pany will not qualify if it bears a part of 
the insurance, commission and other ex- 
penses incidental to the delivery of the 
goods on board the ship or aircraft. If the 
company provides services or incurs any 
charges for insuring, preserving, warehous- 
ing, transporting or otherwise dealing with 
the goods while they are in the United 
Kingdom, it cannot so qualify. 


Broadly speaking, companies which do 
qualify as O. T. C.’s will be exempt from 
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income tax and profits tax on their “trading 
income” earned abroad. “Investment income” 
of an O. T. C. will still be subject to tax, 
currently as earned. There is no provision 
in the proposed law resembling the United 
States Internal Revenue Code restrictions 
as to the percentage of income not derived 
from the active conduct of a trade or busi- 
which would disqualify a company 
from the Western Hemisphere Trade Cor- 
poration classification. An Overseas Trade 
Corporation can have any ratio of “trading” 
income as compared to “investment” income 
and still maintain its qualifications. 

When an Trade Corporation 
pays dividends or other distributions to 
shareholders out of “trading income,” s:ich 
payments will, at that time, be subject to 
United Kingdom income tax, and if received 
by a United Kingdom company, to profits 
tax also. 


ness 


Overseas 


From the foregoing it is fairly clear that 
the over-all effect of the Overseas Trade 
Corporation is to defer taxes on foreign 
“trading income” until the time of distri- 
bution. As we have previously observed, 
this is virtually the precise result suggested 
by the House Ways and Means Committee 
when it proposed Sections 951 through 958 
of the 1954 Code. Similarly, this effect was 
recommended by Representative Cooper when 
he introduced H. R. 7725 in July, 1955. 


Significance of O. T. C. 


The true significance of the proposed 
Overseas Trade Corporation cannot be fully 
evaluated at this time. However, it is fairly 
clear that it will be a definite encourage- 
ment for companies resident in the United 
Kingdom to trade abroad and to plow back 
the profits into overseas operations, should 
the situation so warrant. While the foreign 
earnings of a nonresident subsidiary of a 
corporation resident in the United King- 
dom, are not presently subject to tax until 
distribution, a corporate structure of this 
type often proves difficult to accomplish in 
practice. Frequently it is either impractical 
or imprudent for the central management 
and control of the foreign subsidiary to be 
elsewhere than in the United Kingdom. In 
such cases, the foreign companies have been 
deemed residents of the United Kingdom 
for tax purposes. In addition, under present 
law prior government approval is often 
required for a resident United Kingdom 
company to become nonresident. 

While the ultimate effect of the O. T. C. 
on world-wide trade is difficult to assess at 
this time, its present importance may very 


American Foreign Trade 


well be found in the fact that it seems part 
of a definite pattern being developed by 
several foreign countries to stimulate the 
trade of their companies in direct compe- 
tition with American and other foreign 
companies. 


Effects of Common Market 


While not exactly a tax matter, one 
should not overlook the possible effect of 
the European common market which is 
presently in its embryonic stages. In March, 
1957, France, Belgium, Italy, Luxembourg, 
The Netherlands and Western Germany 
signed treaties which, if ratified by each 
country by 1958, will ultimately result in an 
economic community which would establish 
a European common market to permit free 
trade in the goods produced by these coun- 
tries, without tariff barriers. The treaty is 
attempting to create what will be formally 
known as the European Economic Com- 
munity (Euromarket), providing for a 12- 
to 15-year transition period in which to 
bring about the merger of the economies of 
the particular countries by eliminating tar- 
iffs and other trade barriers. 

Among the major goals of this agreement 
would be the gradual elimination of tariffs 
and import quotas on goods produced with- 
in the area; the establishment of a common 
tariff against goods from countries outside 
the area; the establishment of a European 
investment bank with $1 billion capital, 
contributed by member nations, for the 
development of less advanced areas within 
the common market region and of new in- 
dustries experiencing difficulties in obtain- 
ing finance on a national basis. By the end 
of the 15-year period, it is anticipated that 
the free movement of capital and labor 
within the region would be permitted. 


United States Reaction to Euromarket 


An indication of the immediate reaction 
of several American companies to the pro- 
posed common market may be found in an 
article in the July 12, 1957 issue of The Wall 
Street Journal entitled “Common Market— 
Plan Will Spur U. S. Firms to Boost Plant 
Spending in Europe.” As the title indicates, 
the consensus seems to be that companies 
with production facilities within the area 
will continue to do well, as will those com- 
panies having licensing and royalty arrange- 
ments with foreign companies within the 
area. On the other hand, American export- 
ers seem to be facing an unattractive future. 

It is interesting to note that there has 
been considerable comment as to the possi- 
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bility of Great Britain forming the nucleus 
of a so-called free-trade area, which would 
consist of Norway, Sweden, Denmark, Aus- 
tria and Switzerland. This free-trade area 
would operate around the common market 
region, geographically speaking. It is con- 
templated that this area would eliminate the 
region’s internal tariffs, somewhat like the 
common market procedure, but would per- 
mit each member to maintain its own tariff 
rates with respect to those goods from out- 
side the area. 


Conclusion 


The preceding references to the Overseas 
Trade Corporation, the European Economic 
Community (Euromarket or the common 
market), and the free-trade area by no 
means exhausts the various foreign factors 
which may affect American companies en- 
gaged in foreign trade. However, it is hoped 
that it does emphasize the fact that Ameri- 
can companies seeking foreign income are 
likely to encounter increasing competitive 
disadvantages in various forms. 


be 


a Congress seriously 


Until the impact of this problem can 
fully appreciated by 


RENT NOT DEDUCTIBLE WHERE 


If a fast-talking salesman convinces 
the taxpayer that the rental payments 
to be made on the “lease” of equip- 
ment tor his business will be deducti- 
ble as a business expense, the taxpayer, 
before he signs, should consider the 
fact that if his “lease” is held to be 
” his rental deductions will 
be disallowed, leaving him only a 
much smaller deduction for deprecia- 
tion, tax reminder in the 
November, Los Angeles Bar. 
Bulletin 


a “sale, 


cautions a 
1957 


The author, Conrad J. Moss, calls 
attention to an example of the problem 
contained in recent Rev. Rul. 57-371, 


I. R. B. 1957-33, involving the acquisi- 


tion of a fire protection sprinkler 
system with a useful life of 40 years. 
The rent for the first five years would 
equal the the system, after 
which a nominal rent would be paid. 
The agreement contained no option 
to buy. The Commissioner, however, 
ruled the transaction a_ conditional 
sale. The “rents” paid during the first 
five were held not deductible, 
except that part representing interest 
or currently deductible charges. The 


cost of 


years 


concerned with these competitive disadvan- 
tages, little can be expected in the way of 
United States tax relief applicable to for- 
eign income on a world-wide basis. Instead, 
American companies would do well to make 
the most advantageous use of the existing 
provisions of the Internal Revenue Code 
and the tax treaties which are in effect 
between the United States of America and 
various foreign countries, as well as the 
pertinent foreign tax laws. 

The far-reaching implications of this over- 
all problem should be recognized by every 
American company concerned with foreign 
trade. Once recognized, every effort should 
be made to make the most of the next few 
years insofar as it will enable a careful, 
thorough scrutiny of every aspect which 
affects the foreign trade operation. This 
reappraisal should be undertaken with the 
thought of seeking the degree of astute 
planning which, at the least, will permit 
American companies to maintain competi- 
tive pace. It would seem that those compa- 
nies which achieve cost savings or develop 
other favorable procedures will best survive 
the highly competitive foreign situation 
which seems imminent. [The End] 


“LEASE” IS HELD A **SALE”’ 


taxpayer could only recover the pay- 
ments through depreciation over 40 
years. 


The theory behind the ruling is 
that under Code Section 162(a)(3), 
the taxpayer can acquire an equity in 
the property, even without transfer 
of title, if the amount of the rental 
payments the depreciation 
the lessee-purchaser could claim if 
there was an actual sale. This theory, 
contained in Rev. Rul. 55-540, 1955-2 
CB 39, was upheld by the Tax Court 
in Chicago Stoker Corporation, CCH 
Dec. 17,542, 14 TC 441 (1950). 


Not all heads think as one, how- 
ever. The Fifth and Seventh Circuits 
take the rigid view that the 
parties’ intent is determinative of the 
agreement’s nature. The nature of 
the property, the importance to the 
seller of the difference in 
applicable to sales or leases, and the 


exceeds 


less 


remedies 


bargaining position of the parties are 
all factors to be 3ut, 
while the Service viewpoint goes beyond 
the cases, in the opinion of the author, 
its view must be reckoned with. 


considered. 
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Right-to-Work Deduction 


CHARITABLE 
« ductible 
of an or: 


contribution is not de- 
unless it is made to or for the use 
falls within one of 
the Code Section 501 types. In the case of a 


nization which 


contribution to ch an organization, the 


organization must be operated exclusively 
For example, a 
payment to a literary society with social 


for the prescribed purpose. 
deductible. Expenses ota 
delegate to a church 
American Legion convention, paid by him- 


activities is not 
conference or to an 
self, are ordinarily personal expenses; they 
are not deductible as contributions. Contri- 
butions to the United Nations, the National 
Association for the Advancement of Colored 
People, Natural Gas and Oil Re- 
sources Committee are not deductible. Code 
Section 162(b) makes it clear that any chari- 
table contribution not deductible by indi- 
viduals under Code Section 170 on account 
of the 10 per cent limitation may not be 
deducted as a business expense. An inter- 
esting article on this subject was recently 
published in the Fall, 1957 issue of the 
Virginia Accountant. The article, by Robert 
Homer Bass, is entitled “Deductibility of 
Expenses Contrary to Public Policy.” An 
excerpt from this article on the deductibility 
of payments to the National Right to Work 
Committee, follows: 


and the 


recent question has 
deductibility of 
Right to Work 


was formed 


“A comparatively 
regarding the 
payments to the National 
Committee. The organization 

in 1955 with the descriptive theme of 
‘Americans Must Have the Right But Not 
be Compelled to Join Labor Unions’. The 
stated purpose of the Committee is to do 
all it inform American citizens of 
the evils of compulsory unionism in the 
belief that enlightened public opinion will 


de veloped 


can to 


remove from our national scene this menace 
liberties. Mindful of the fact that 
some American citizens are forced against 
their will to join and pay dues to 
organizations in order to earn a living, the 
forth in its 


to our 
labor 


Committee’s objectives, as set 
constitution and by-laws, are to make the 
public and workers aware of the violation 
of individual rights by compulsory unionism 
and to aid and support all who by lawful 
and proper means are opposing compulsory 


unionism. Furthermore, the Committee has 


Right-to-Work Deduction 


not engaged in and its 
constitution and by-laws do not provide for 


legislative activity. 


legislative activity 


Internal Revenue Ss rvice 
has disallowed deduction of pay 
the National Right to Work C 
claiming that deductibility of such payments 
has not been Che main con- 
tention of the Internal Revenue Service, in 
disallowing the deduction, is that they con- 


the ultimate aims of the ¢ 


a lowev ef, the 
ments to 


ommiuttee 


established. 


sider one of 
mittee to be to influence legi 
they need time to examine the consti 
and by-laws and the activities of the 
zation to determine if such payments 
be deductible. 

“There are a couple of though 
points that 
garding the 
the Committee. It is 
that the work and objectives of the Na- 
tional Right to Work Committee might be 
accomplished without attempting to influ- 
ence legislation if people are informed about 
the evils of compulsory unionism. Such was 
not the case with the National Tax Equality 
Association. Tax 
brought about without either the Associ- 
ation or its members attempting to influ- 
ence legislation to the extent of eliminating 
the disparities in the tax laws. 


t-provoking 


might be considered here re 
deductibility of payments to 


readily conceivable 


equality could not be 


“Secondly, individuals are allowed to 
deduct dues paid to unions in determining 
their net taxable 


ceived by the unions are used for 


dues re- 
lobbying 


incomes. The 
and campaign contributions in order to 
influence legislation and the due 

of law in favor of unionized labor. Hence, 
it would seem logical that payments to the 
National Right to Work Committee would 
be deductible since they are used to inform 
the public of the j picture 
which points out the menace of compulsory 
unionism to our individual liberties. The only 
point of argument that might be presented 
in favor of allowing the deduction of union 
dues and not of payments to the Committee, 
would be that the payment of dues is com- 
pulsory 
wishes to get and hold a job covered by a 
union contract, whereas payments to the 
National Right to Work Committee are 
strictly a voluntary matter. 


processes 


other side of the 
) : ‘ i | Lilie 


if one is a member of a union or 
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“In examining the cases of H. A. Allen 
[CCH Dec, 2768, 7 BTA 1256 (1927)], Fritz 
B. Campen [CCH Dec. 5164, 16 BTA 543 
(1929)], Sam H. Harris [CCH Dec. 3394, 
11 BTA 871 (1928)], and Associated Indus- 
tries of Cleveland [CCH Dec. 15,530, 7 TC 
1449 (1946) ], it is noted that the purposes 
of the organizations involved in these cases 
were not materially different from the pur- 
pose and activities of the National Right to 
Work Committee in opposing compulsory 


unionism and promoting the open shop. 
Payments to these other organizations have 
been held deductible as ‘ordinary and neces- 
sary’ business expenses. 

“Therefore, it appears that payments to 
the Committee should not be disallowed be- 
cause of its purpose and activities, but only 
if it is proven that the payments are not an 
ordinary and necessary business expense for 
a specific taxpayer.” [The End] 


| TAX-WISE NEWS—Continued from page 8 


covenant was taken as the equivalent of 
affirmative personal services and the pur- 
chase price of the covenant was considered 
ordinary income to the vendor. 


T HERE HAVE BEEN some interesting 
petitions recently filed before the Tax 
Court. Here’s one where the employer 
pays premiums on an annuity contract for 
the employee. The Commissioner holds 
that these premiums were not paid as a 
supplement to past or current compensation. 
The petitioner, a doctor, says that even if 
this were true, the premiums would not be 
income to him in the year of payment. 
Here’s one involving a disagreement over 
inventory methods. The taxpayer employs 
the dollar-value method for a single inven- 
tory pool, comprising raw materials, goods 
in process and finished goods. The Com- 
missioner says no, that separate inventories 
are required for the three categories show- 
ing the costs of items in each category... . 
Here’s another one that will really make for 
an interesting decision. It involves a deduc- 
tion by a corporation for the expenses of a 
wife who accompanied her husband on a 
business trip. And another one in which 
the taxpayer seeks to gain the advantage of 
capital gain benefits because he sold his 
nearly matured life endowment policy. We 
will report the decisions on these petitions 
as soon as they have been handed down. 


HE COURT SAYS that this is the 

first time that this has ever happened— 
an executor paid the tax due under what 
was believed to be the decedent’s last will. 
Some time after this, another will was found 
and it was necessary to go to court to 
establish that this was the last will. This 
took over three years from the date the 
executor paid the tax. So, when the executor 
went back to court to recover the estate 
taxes, he was confronted with Section 910 
of the 1939 Code (6511 of the 1954 Code): 
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“All claims for the refunding of the tax 
imposed by this subchapter alleged to have 
been erroneously or illegally assessed or col- 
lected must be presented to the Commis- 
sioner within three years after the payment 
of such tax.” 


However, the executor won the refund be- 
cause the court held that the date of the 
decision establishing the last will was the 
date on which it was possible to determine 
that the taxes paid on the prior will had 
been “erroneously or illegally assessed.” So 
the action was not barred by the statute of 
limitations—Henry N. Walkden v. U. S., 
57-2 ustc J 11,732 (DC, Ohio). 


Tax-Free Swimming Pool? 


May the installation cost of a swimming 
pool be deducted as a medical expense? 


The general rule as to a particular ex- 
penditure qualifying as a medical deduction 
depends upon the present existence or the 
imminent probability of illness and proof 
that such expenditure was incurred primarily 
for the prevention or mitigation of the par- 
ticular illness. As such, the Tax Court has 
held that the cost of installing an oil heat- 
ing furnace did not constitute a medical 
expense, even though a physician found it 
necessary for the health of the taxpayer. 
In the court’s view such an expenditure 
could be classified only as a capital ex- 
penditure (Joli L. Seymour, CCH Dec. 
17,675, 14 TC 1111). The Internal Revenue 
Service embodied the Tax Court's decision 
in a revenue ruling which stated that the 
cost of a furnace, incinerator or a swimming 
pool, even though prescribed by a physician 
for health reasons, is a capital expenditure 
and not deductible as a medical expense 
(see Rev. Rul. 54-57). The theory behind 
such a ruling seems to lie in the expend- 
iture’s being a capital asset which only inci- 
dentally affects the health of the taxpayer. 
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In this regard, a disabled veteran, who 
was completely paralyzed and who pur- 
chased a three wheel ‘‘autoette” for trans- 
portation, was not allowed to treat the 
vehicle as a medical expense. The Service 
held this to be a personal expense, as the 
car had no therapeutic value and could not 
prevent or mitigate the illness Rey. 
Rul. 55-261). In the same light, the Tax 
Court held that the cost of installing an 
elevator was not a medical expense where 
its primary function was transportation rather 
than health (Haynes Estate, CCH Dec. 20,288, 
Ze EG Bi). 

On the other side of the coin, we find 
that the Service has ruled that the cost of 
installing an air conditioner in a room for 
the purpose of relieving a taxpayer from 
the effects of an allergy is deductible as a 
medical expense, provided it is used pri- 
marily to relieve the illness and does not 
permanent part of the dwelling 
(Rev. Rul. 55-261). One of the leading cases 
in this area held that the cost of installing 
an inclinator (stair-seat elevator) was prop 
erly deductible as a medical expense where 
the taxpayer had suffered a heart attack and 
was ordered by her doctor to have a com- 
plete slowdown of activity (Hollander 7 
Commisstoner, 55-1 ustce § 9229). The court 
of appeals found in this that the 
inclinator had a direct beneficial effect with 
respect to mitigation of the taxpayer’s ill- 
ness and avoidance of a “crisis-provoking 
Another case allowing the expense 
elevator to be classed as a medical 
expense was Vance v. U. S., 57-1 
{ 9335, where a district court held that a 
suffering from hyper- 
who 


(see 


become a 


case 


source.” 
of an 
usTC 
taxpayer, who was 
tension and a cerebral accident and 
told that it was imperative that she 
have an elevator, could properly deduct the 
medical expense. 


Was 
installation expense as a 

Thus, we come back to our query as to 
whether the cost of a swimming pool may 
be treated as a medical expense. In a recent 
district court decision, the court found that 
a taxpayer, stricken with polio, who was 
advised by a physician to have a swimming 
pool for hydrotherapeutic treatment, could 
properly take the expenses of building the 
pool as a medical expense (Mason v. U. S., 
57-2 ustc § 10,012). In generalizing on this 
illusive problem, it would appear that when 
a fixture is acquired for such purposes as 


therapy, prevention of aggravation of the 
illness or mitigation of the illness, it will 
constitute a medical expense. 


How to Save for Self-Employed Tax 


How a self-employed businessman can put 
a harness on his spending during the year 
and come out ahead when January fifteenth 
tax-time comes around was discussed in an 
article by Arnold P. Libby, a member of the 
National Society of Public Accountants, 
Mount Vernon, Washington, in the No- 
vember, 1957, National Public Accountant 


Mr. Libby explained the hardships of the 
self-employed businessman who, after the 
siege of Christmas spending, finds himself 
in January with an income tax bill too big 
for his pocketbook. 

Using the theory that the employee is 
better off because his tax is taken out of 
each paycheck, Mr. Libby concluded that 
the very same procedure was necessary for 
the employer. To find out what amount 
should come out of each paycheck and be 
placed in a savings account, Mr. Libby re- 
to the year’s 
per- 


lated the year’s income tax 
dollar determined the 
centage and set aside that sum from every 
dollar. On_ this 
dropped off, some savings would follow and 
if business zoomed, savings would be up. 


gross income, 


gross basis, if business 


Mr. Libby explains that his method, al- 
though not new in accounting theory, has 
made clients who have used the procedure 
much happier around income tax time. In 
fact, Mr. Libby includes several examples 
in his article to show that his clients, using 
this method, been rewarded with a 
handy surplus at the end of the year 


have 


At present, Mr. Libby has 75 per cent of 
his clients using the plan with a number 
of other businessmen utilizing the benefits. 
Many of them have gone a step further and 
are including taxes and all 
quarterly, semiannual and annual payments in 
their self-withholding accounts. Mr. Libby 
saves 15 per cent of his gross from which 


sales forms of 


are paid income taxes, self-employment taxes, 
all insurance premiums and church pledges 


Mr. Libby began to utilize this accounting 
procedure for saving tax money in 1954, and 
he claims that the plan merely compels the 
businessman to live and operate on his share 
of the gross dollar. 


If we are to fight for democratic institutions, then we must 
have democratic institutions worth fighting for—Anonymous. 
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Gifts to Minors Acts 


PTORNEYS should keep up on the laws 

applicable to gifts of securities to minors. 
Among other things, these laws involve 
important tax considerations. Under state 
laws such gifts have often involved compli- 
cated procedures. In order to facilitate 
matters, the model “Gifts of Securities to 
Minors Act” and the “Uniform Gifts to 
Minors Act” came into being. 


The model act, which was sponsored by 
the New York Stock Exchange and the 
Firms, has 
District of 


Alaska. It 


Association of Stock Exchange 
been adopted in 12 states, the 
Columbia and the Territory of 
concerns only gifts of securities. 


prescribed for gifts of 
securities in registered form and for securi- 
ties in bearer form. The term “security” is 
defined as “any note, stock, bond, debenture, 
evidence of indebtedness, collateral trust 
certificate, transferable share, voting trust 
certificate, certificate of deposit for a se- 
curity, Or any certificate of interest or par- 
ticipation in, temporary or interim certificate 
for, or warrant or right to subscribe to or 
purchase, any of the foregoing.” 


Procedures are 


In the case of securities in registered form, 
the donated securities must be registered 
by the donor in his own name or in the 
name of any adult member of the minor’s 
family, or in the name of any guardian of 
the minor, followed first by the designation 
“as custodian” of the minor and then by 
the title of the statute and its pertinent 
sections under which the registration is 
authorized. This applies also to securities 
subsequently acquired by the custodian for 
the minor from accumulated income and 
proceeds of the sale of original securities. 
After registration has been effected, the 
securities must be delivered to the person 
in whose name they are registered (the 
custodian), except where they are already 
in the possession of such person. 

Securities in bearer form must be de- 
livered by the donor to any adult member 
of the minor’s family (other than the donor) 
or to any guardian of the minor, accompa- 
nied by a deed of gift signed by both the 
donor and the person designated as cus- 
todian. 


After the securities are delivered, the gift 
becomes irrevocable and indefeasibly vests 
in the minor the legal title to the securities. 
The guardian of the person or property of 
the minor (as distinguished from the cus- 
todian of the donated securities) has no 
power and control over the securities, un- 
less such guardian also happens to be the 
custodian of the securities. The custodian 
is entrusted with the management of the 
property, which includes the collection and 
investing of income and the reinvesting of 
proceeds of original securities. He may ex- 
pend so much of the property as he alone 
deems desirable for the support, education 
and general welfare of the minor. The 
property, or the remainder thereof, must be 
turned over to the minor upon his reaching 
the age of 21, or to his estate in the event 
the minor dies before reaching majority. 

If the transfer of securities to a minor is 
made in accordance with the model act, the 
Internal Revenue Service has ruled that this 
transfer constitutes a completed gift of a 
present interest for federal gift tax purposes 
and, consequently, that the $3,000 annual 
exclusion is applicable. (Rev. Rul. 56-86, 
I. R. B. 1956-11, page 11.) 

The Uniform Gifts to Minors Act was 
drafted and approved by the National Con- 
ference of Commissioners on Uniform State 
Laws. The act differs from the model Gifts 
of Securities to Minors Act in various re- 
spects. Among other things, it permits gifts 
of money for investment under a “prudent 
man” rule which is prescribed within the 
act. It has the effect of aiding gifts to 
minors to qualify for the annual exclusion 
of gifts for gift tax purposes. To date, 30 
states have adopted the statute with minor 
variations. The State of Georgia has amended 
its Gifts ot Securities to Minors Act to 
include gifts of money in addition to gifts 
of securities. 

The fact that several versions of the model 
Gifts of Securities to Minors Act have 
been adopted is brought out in a recent New 
York decision (Jn re Bushing, New York 
Surrogate’s Court, Nassau County, October 
31, 1957). The original model act provides 
for automatic succession of custodians alterna- 


(Continued on page 69) 
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BOOKS 


This month's reviews of recent books and other publications 
of interest to tax men include Whole-Dollar Accounting, The 


Supreme Court and a work which deals with estate planning. 


To the Nearest Dollar 


Whole-Dollar Accounting. Florence A. May 
and Herbert F. Klingman. Controllership 
Foundation, Inc., 2 Park Avenue, New York 
16, New York. 1957. 335 pages. $7.50. 

This book 


experience 


case studies of 
whole-dollar accounting. 
It is a Controllership Foundation research 
report dealing with a work simplification 
idea which may be applied to accounting 
The concept 


contains 13 
with 


operations presented is de- 
signed to increase productivity or to reduce 


cost in office operations. 


Whole-dollar accounting has several names: 
“centsless”’ 
penny 


accounting, pennyless accounting, 
elimination and controlled-tolerance 
accounting. 
counting 


the pennies. 


It means the recording of ac- 


entries in whole dollars, without 


In effect, this means keeping accounting 
records within acceptable tolerances of ex- 
Where legal or other 
considerations require exact or precise re- 
cording to the penny, tolerance is 
established. Thus, in the various cash ac- 
counts, accounts receivable, accounts pay- 
able, accrued wages, payroll deductions and 
other accounts requiring detailed reconcilia- 
tion or those in which individual entries 
involve a high proportion of values 
than a dollar or three-digit figures at most, 
tolerance would be established. It 
should be noted that pennies are not ac- 


actness or precision. 


zero 


less 
7eTo 


tually “lost” through this process—simply 
a more efficient way is used to record and 
control them within essential limits of ac- 
curacy. The various ways of achieving such 
effective control within established tolerances 
are illustrated in the case studies and must 
be viewed in relation to the specific circum- 
stances characterizing the respective companies 


The principle benefits derived from whole- 
dollar accounting are: 


(1) Reduction in physical work—in the 
motion-time sense—required for— 


Books 


(a) Recording and posting to accounts 


(b) Transcribing, 
analyzing and 


totaling, 
accounting data 


computing and 
tabulating 


(c) Balancing and closing the books 


(2) Increased productivity of accounting 
and related operations reflected in one or 


more of the following ways: 


(a) Increased output per employee-time 
unit. 


(b) Improved quality of output 
(c) Actual reduction in clerical costs 


productivity 
reduction in the staff 
needed to do the same job, by an increased 
volume of work done by the same number 
of people; also in the form of higher quality, 
more accurate work 


In other words, increased 


is manifested in a 


(3) Reduction in incidence of errors, and 
when an error is made, greater facility in 
locating, identifying and correcting it. All 
companies having had “norman-run” experi- 
with whole-dollar 
this as a significant 


ence accounting report 
gain. 
(4) Statement and 


time is 


report preparation 
result of the com 
pounding effect of the preceding factors 
This that management gets state- 
ments and reports earlier than was possible 


reduced as a 
means 


before. 


(5) Improved, more effective statements 
and reports. 


(a) Simplification of data through elimi 
nating the penny detail makes for less 
crowded, less cluttered, more readable re 
ports and statements. 

(b) Dropping insignificant digits in state- 
ments and reports (which invariably follows 
from whole-dollar accounting) helps man- 
agement identify more readily the significant 
items and relationships among the date 
contained in reports. 


(6) Effective capacity of existing report 
and record forms is increased by eliminating 
two penny digits in each column or series 
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(or twa digits plus decimal point). This 
makes available space for inclusion of addi- 
tional, significant series without increasing 
the size or complexity of the report or 
record form. Conversely, should additional 
series be unnecessary, reports and records 
forms can be simplified in design and re- 
duced in size. 


(7) Morale of accounting, statistical and 
other personnel affected is materially im- 
proved= 


(8) Finally, all concerned cite as a dis- 
tinct advantage the fact that the whole- 
dollar accounting concept and technique are 
simple. Compared with many other system 
and procedure changes this makes it rela- 
tively easy to install successfully. 


Estate Planner 


Family Estate Planning Guide. Homer I. 
Harris. Baker, Voorhis & Company, Inc., 
Mount Kisco, New York. 1957. 771 pages. 


Minimization of taxes is only one of the 
problems faced by counsel assisting in family 
estate planning. The general objectives of 
the client are, of course, paramount. This 
book is a comprehensive one, dealing with 
gifts, marital deduction, trusts, insurance, 
powers of appointment and business plans. 
The lawyer must have an understanding not 
only of probate and trust law, but must be 
aware of the effect of income, gift and estate 
taxes upon intended arrangements and dis- 
positions, and must think in terms of life- 
time planning, as well as planning for death. 
This requires understanding of many things 
—new things—for there has been a silent 
revolution in testamentary draftsmanship in 
the last generation. 


The author is a 


York bar. 


member of the New 


Constitutional Revolution 


The Supreme Court. Bernard Schwartz. 
Che Ronald Press Company, 15 East 26th 
Street, New York 10, New York. 1957. 
429 pages. $6.50. 


It is difficult to say what caused the 
“veritable revolution” which occurred in the 
jurisprudence of the United States Supreme 
Court in 1937. In January of that year, 
the thirty-first man to be President of the 
United States saw “one-third of the Nation 
ill-housed, ill-clad, ill-nourished.” This no 
doubt contributed to rebellion, as did the 
sit-down strikers at Flint, Michigan, who 


refused to vacate factory premises upon 


court order. Most assuredly, Franklin D. 
Roosevelt’s Presidential proposal to enlarge 
the Supreme Court to a maximum of 15 
Justices, though later defeated by the Senate, 
did the most to fan the spark which caused 
reversal of 12 prior decisions of the Court 
which held unconstitutional legislative schemes 
of the New Deal 


Bernard Schwartz, director of the Insti- 
tute of Comparative Law at New York 
University Law School, in his most recent 
book — The Supreme Court: Constitutional 
Revolution in Retrospect—has attempted to 
initiate readers into the functioning of the 
Supreme Court—‘“the fulcrum upon which 
our institutions turn”—and evaluate for all 
the basis for the rebellious decisions which 
have now become revolutionary by virtue 
of their long standing. 


As Arthur Krock pointed out recently, in 
his New York Times column, enough time 
has passed and enough Justices have been 
appointed to the Bench since Roosevelt's 
administration to overthrow the decisions 
of the 1937 Court, which in upholding every 
New Deal measure presented to it reversed 
its previous position and validated every 
new measure. Ample opportunity has pre- 
sented itself for reversal of those decisions. 


“Constitutional Revolution, Ltd.,” as the 
Court was called by Edward S. Corwin, 
noted constitutional authority, “has carried 
forward the institutional development of 
our public law and done so in accordance 
with the logical consistency required in any 
matured legal system,” according to Pro- 
fessor Schwartz. 

The Court upheld the state minimum wage 
law on March 29, 1937, which was the same, 
basically, as one which it had held to be 
beyond the enacting power of both federal 
and state governments only nine months 
earlier. “The meaning of the Constitution 
does not change with the ebb and flow of 
economic events”—the words of dissenting 
Justice Sutherland—were replaced by the 
earlier Holmesian viewpoint which sup- 
planted the pre-1937 Court review of the 
desirability of early New Deal legislation. 
The authority of the federal government to 
regulate the entire economy under its com- 
merce power, as the test of constitutionality, 
replaced desirability. Holmes had declared 
once in a comment to Justice Stone that 
when “I can’t find anything in the Constitu- 
tion expressly forbidding them [people] to 
do, I say, whether I like or not, ‘Goddammit, 
let ‘em do it’.” In effect, then, the United 
States Supreme Court in 1937 finally buried 
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the accusation of Harold Laski—that it was 
the “third chamber in the United States” 
when it adhered to the “desirability” standard. 
The “super legislature” appellation, in the 
author’s opinion, was put to rest in 1937, too. 

The book’s emphasis is reserved for an 
analysis of the different aspects of the work 
of the Court during the past 20 years and 
the extent to which the Court has changed 
our constitutional law since the 1937 re- 
versal. His approach is not that of a dis- 
sectionist—judge by judge. Rather, he 
studies the Court as an institutional entity 
The book is based upon the view that even 


in a splintered Court there are certain broad 
principles which have dominated the Court's 
work and that these have yet to be negated 
by subsequent decisions. The aftermath of 
the revolution sees us with our Court switch- 
ing from judicial supremacy to the playing 
of a role subservient to that of the legisla- 
ture when it now inquires only whether a 
law has a rational basis when it is chal- 
lenged. We have a Court “dominated by 
the conviction that its authority to annul 
an act of Congress is one which should be 
exercised reluctantly and only when a patent 
transgression of the Constitution leaves no 


choice.” 


| GIFTS TO MINORS ACTS—Continued from page 66 


where there is an existing general 
guardianship of a minor over the age of 14 
who is permitted to designate a successor 
or custodian, or, if he is under 14, certain 
designated However, New York 
requires that a successor custodian be ap- 
pointed only by the New York Supreme 
Court or the Surrogate’s court. The court 
is charged with the duty of determining 
whether the successor custodian will best 
serve the interests of the Thus, 
unlike the model act and the uniform act, 
the New York statute requires court ap 
proval of successor custodians. 


tively 


persons. 


minor. 


An interesting analysis of the Pennsyl- 
vania adaptation of the Uniform Gifts to 
Minors Act may be found in J. Pennington 
Straus’ article “Gifts to Minors Inter Vivos 
and the New Uniform Act,” which appeared 
in 29 Pennsylvania Bar Association Quarterly 
35 (October, 1957). He notes that tax ad- 
vantages flow from the uniform act, includ- 
ing the applicability of the $3,000 annual 
vift tax exclusion. However, he declares 
that the statutory relationship created be- 
tween the custodian and the minor may fall 
into the category of trustee for certain tax 
purposes rather than into the guardian-ward 
category. He observes that the act has pro- 
voked a considerable amount of comment, 
all of which has not been favorable. 


In regard to income tax considerations, 
Mr. Straus that writers be- 
lieve there is danger that the relationship 


States many 
created by the act will be construed as a 
trust for purposes, with the 
result that the income, to the extent actu- 
ally applied to the support of the minor, 
might be taxable to the custodian if he is 


income tax 


Books 


the male parent. This is because of the use 
of the funds to discharge the latter’s legal 
obligation to support. 

In respect to the gift tax, where the father- 
donor appoints himself as the custodian, it 
has been argued that the donor-parent-cus- 
todian should be required to pay the tax 
on the termination of the custodianship, . 
This is based on the contention that the 
custodian may apply the principal and in- 
come to discharge his own legal obligation 
of support and, therefore, has a power exer 
cisable for his own benefit until the minor 
attains the age of 21 

A recent revenue ruling (Rev. Rul. 57-366, 
I. R. B. 1957-32, page 20) held that 
a donor to himself as 
custodian, the value of such property is in- 
cludable in the donor’s gross estate for fed- 
eral estate tax purposes. This was pointed 
out by Mr. Straus, and also by Harvey 
Greenfield in his article “Recent Tax Rul 
ings Under the Model Custodian Act,” which 
appeared in the New York Law Journal, 
December 2, 1957. The ruling is based on 
the fact that the custodian has the right to 
pay income and principal to the beneficiary 
or to withhold enjoyment of the property 
from the beneficiary until he attains the age 
of 21, such control making the property 
includable in the donor’s estate as a transfer 
in respect of which he has retained a power 
to alter, amend, revoke or terminate. 


where 


transfers property 


It may be concluded that in order to avoid 
income and gift tax difficulties, the father 
should not be named as custodian. In order 
to escape estate tax problems, the donor 
should not name himself as custodian. 


[The End] 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


rulings. 
income, 
utility, 


administrative 
types of taxes: 
insurance company, 


This department's scope 
sales and gross 
franchise, 


includes the following 
receipts, property, gasoline, 
severance, and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


Georgia Will Continue Net Income 
Tax on Foreign Corporations While 
Appealing Test Case 


defeated by its own state su- 
urt in a test case to determine its 
right to tax the income of a foreign corpo- 
ration that maintained only a sales office 
in the state, accepting and shipping orders 
from warehouses outside the state, will seek 
review by the United States Supreme Court. 
Fred LL. Cox, director of foreign corpo- 
ration income taxes for the State of Georgia, 
has stated that the Georgia Department of 
Revenue will not change its views regarding 
the taxability of the income of foreign 
corporations derived from sales activity 
within Georgia unless and until the United 
States Supreme Court denies certiorari or 
renders an adverse decision. Pending further 
judicial action, the state will consider the 
decision of the state court as applying only 
to the particular company involved and will 
continue to levy its income tax on other 
foreign corporations engaging in sales ac- 
tivities within the state. 


Georgia, 
preme c¢ 


The case involved is Stockham Valves & 
Fittings, Inc. v. Williams, 3 stc ¥ 250-439, 
which was decided by the Georgia Supreme 
Court on November 8, 1957. The Georgia 
court held that the state tax, which applied 
to the income of the company received 
from sales to persons in the state, violated 
the interstate commerce and due 
clauses of the United States Constitution. 


process 


A similar type of case, arising in Minnesota 
but presenting an opposite conclusion, has 
already been appealed to the Supreme Court. 
The case, Minnesota v. Northwestern States 


Portland Cement Company, 3 stc 250-418, 
was decided by the Minnesota Supreme 
Court on June 14, 1957. In its decision, 
the Minnesota court upheld a state tax on 
net income arising from business done in 
Minnesota by a foreign corporation. The 
company had its home office and plant in 
Iowa and maintained a_ sales office in 
Minneapolis. While the court found that 
all revenues from customers in Minnesota 
resulted from operations in interstate com- 
merce, it held that the tax on the net in- 
come from Minnesota sources was _ fairly 
proportioned and nondiscriminatory and 
placed no undue burden on interstate com- 
merce. The Northwestern Cement case has 
been assigned Supreme Court Docket No 
606. 

The question naturally arises, considering 
Georgia’s position as regards the taxability 
of the net incomes of other foreign corpo- 
rations, even after an adverse ruling from 
its own state supreme court, as to just what 
is the basis of that position. 

That the position is strongly founded in 
the theory of states’ rights is evidenced by 
a speech made by Mr. Cox at the Third 
Annual House Counsel Institute of the 
Wisconsin State Bar Association at Madison, 
Wisconsin, on August 26, 1957, Excerpts 
from Mr. Cox’s address follow: 

It is not necessary that a corporation 
bear the label of “doing business” in order 
to be subject to state taxation. 

Ordinarily, “doing business” is the ex- 
ercise of the functions for which a corpo- 
ration was created. Thus, if a corporation 
was organized for profit and is doing within 
a state what it was principally organized 
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to do in order to realize a profit, it is doing 
business within that state. 

The decisions of 
lor more 


will make 
economic 


the 
sense 


courts 
when 
values are also considered instead of only 
cold verbal Justice in taxes, as 
in all other matters, demands that greater 
weight be given to than 
form, however important the form may be. 


economic 
standards. 


substance mere 
The frustration of the state appellate 
courts, in an effort to reconcile the legal 
niceties of Supreme Court 
matter of 
com merce, 
With an 


decisions as 
“doing business” 
has provided the 
atmosphere of total con- 
The solution can come only from 
a compact of uniformity between the states, 
with the consent of Congress. It was ob- 
served in Northwest Airlines, Inc. v. Minne- 
sota, 1 ste 475, 322 U. S. 292 (1944), that 
some conflict and confusion are inevitable 
under our federal system and that the re- 
solving of the delicate balance between the 
taxing power and the constitutional 
guarantees of the commerce and due process 
clauses is a matter for Congressional action. 


touching the 
in interstate 
public 
fusion. 


State 


In the performance of its legislative func- 
tions for the District of Columbia, Congress 
“trade or 
the purpose of its tax on the privilege to 


defined the words business” for 
“trade or business” within 
the district to include: “the engaging in or 
carrying on of any trade, business, pro- 
or calling or commercial 
District of Columbia.” If 
Congress own act says, as it has 
done, that any commercial activity in a 
taxing jurisdiction is sufficient to sustain a 


engage in such 


fession, vocation 
activity in the 


by its 


tax on the privilege of engaging in the ac- 
tivity, then a clearly expressed intent by a 
state legislature to tax only the net income 
attributable to such activities within its own 
borders is not arbitrary or capricious, nor 
in violation of any constitutional prohibition. 

In McCulloch v. Maryland, 17 U. S. (4 
Wheat.) 579, the Supreme Court said: “A 
state government is supreme and independent 
of the Federal Government insofar as its 
powers have not been conferred upon the 
latter by the Constitution.” 


In Low v. Austin, 86 U. S. (13 Wall.) 
517, the Supreme Court further stated: “Ex- 
cept for the express and implied restraints 
of the Constitution, the taxing power of 
the states is absolute and supreme.” 

The primary question is whether the states 
have departed from their original concept 
and delegated to Congress the sole power 
to impose a tax directly upon net income 
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derived from exclusively interstate com- 
merce. Without such delegation by the 
states, the power is still resident in the 
states, for the power to tax is inherent im 
the states. The federal government 
of only delegated and enumerated powers, 
and the not enumerated are not 
delegated. 


is one 


pow ers 


In Article I, Section 8 of the Constitution 
it is provided: “The Congress shall have 
power To regulate Commerce with 
and among the 


Nations several 


foreign 
States 


It must be noted here that if the state 
tax is nonregulatory, it is not affected by 
this provision of the Constitution and, thus, 
is not in violation of the so-called com- 
merce clause. *The state’s power to impose 
a tax not restrained by the Constitution 
is absolute and supreme. 


A state tax, the incidence of which ts 
directly upon the commerce itself or the 
privilege to engage in the commerce, may 
impede the free flow of commerce between 
the states by exacting all or more than 
all the profits derived from the commerce 
Such a tax is regulatory and clearly dis- 
tinguishable from a tax, the incidence of 
which is only upon the net profit derived 
from the commerce and which at most can 
affect the commerce only remotely, since 
it takes only a part of the 
no tax unless there is a profit and cannot 
render the commerce unprofitable 

The states 
power to levy and collect such a tax from 
the very inception of our federalism 

While each 
date it became a state has possessed the 
power to impose a tax directly upon net 
income, the government did not 
possess such power, without apportionment 
back to the states on the popu 
lation, until ratification of the Sixteenth 
Amendment to the Constitution. By ratifi 
cation of this amendment, the states did 
not abrogate their right to impose a like 
tax, but only granted to the federal govern 
ment the right to its concurrent use. 


proht, exact 


have possessed the inherent 


state of the union from the 


federal 


basis of 


In the case of a tax directly 
income, there is only the question of whether 
the income to be taxed was 
attributable to sources within the state, be 
the source a business activity or other in 
come-producing factor within the state 


upon net 


reasonably 


It is my conviction that the United States 
Constitution or the laws of the states do not 
provide, nor ever were intended to provide, 
a tax-free sanctuary to foreign corporations 
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engaging in business within the state, whether 
or not the activities or income therefrom 
connected with exclusively interstate 
commerce. Nor do I believe that the com- 
clause was ever intended to give 
interstate business a competitive advantage 
over intrastate commerce, but was intended 
to prevent it from being put to a com- 
petitive disadvantage. When interstate income 
is fairly apportioned and nondiscriminatorily 
taxed, the commerce clause has served with 
credit its original purpose. 

This leaves only for the 
sideration the question of due process—the 
field of which is quite narrow, Does the 
state power to impose such a 
tax, and is the income on which the tax 
is sought to be levied reasonably attribu- 
table to sources and activities within the 
state? If so, the income itself would sup- 
port jurisdiction, and due process would be 
afforded by adequate notice to the corpo- 
ration, The validity of a tax of this character 
not depend upon the location of a 
commercial or statutory domicile or the 
of corporate officers, but on the 
place where the activities are performed 
which produce the income on which the 
tax is imposed, Such process is well within 
constitutional authority. 


are 


merce 


courts’ con- 


possess the 


does 


presence 


State Sick Pay Exclusion 


States with a broad-based income tax 
follow no uniform policy regarding the 
taxability of sick pay, a survey of the tax 
officials in the various states has disclosed. 
Some follow the federal rule and permit 
the taxpayer to exclude such benefits from 
his income; others do not. 

Responses from 25 of the states follow: 

Alabama.—No exclusion similar to the 
federal one is provided, and the employer 
should withhold on such payments. 

Arizona.—Sick pay not exempt; employers 
must withhold. 

Arkansas.—No exclusion. 

California.—No exclusion. 

Colorado.—No unless the sick 
pay comes from a fund set aside for such 
purpose or from insurance. 

Georgia.—No_ exclusion 
ments through insurers. 


Idaho 


Indiana.—No exclusion unless paid by an 
insurer. 


exclusion 


except for pay- 


No exclusion. 


lowa.—Payments are excludable, follow- 
ing the federal rule. 


Kansas. —Sick pay is excludable. 
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Louisiana—Supreme Court decision in 
Haynes v. U. S., 57-1 uste 9536, will be 
followed. Haynes upheld exclusion under 
the 1939 Code of payments made by an em- 
ployer under a formal, written sick pay 
plan that was not insured. 

Kentucky.—Federal-type exclusion of sick 
pay will be allowed. 

Montana.—Same exclusion as under fed- 
eral law. 

Massachusetts —No exclusion. 

Mississippi—No exclusion. 

Missourt.—No exclusion 

New Mexico.—Sick pay, job injury pay 
and payments under continuation 
plans are excludable. 


wage 


North Carolina.—No exclusion 
North Da’. ia. 


be allowed. 


Federal-type exclusion will 
Oklahoma. — Pending legislative action, 
sick pay will be excludable in all cases where 
the employer has reduced his plan to writing 
and communicated it to employees. 


South Carolina.—No exclusion. 


Utah 

l’ermont.—Same_ exclusion 
eral law; with same employer option as to 
withholding. 


No exclusion. 
as under fed 


| trginta.—No exclusion 


Wisconsin No exclusion 


Personal Exemption Figures 
Vary Widely Among States 


Wide variety in the personal exemption 
provisions of the 29 states having a broad- 


base income tax is pictured in a recent 
study reported on in the November, 1957 
Tax Administrators News, othcial publication 
ot the Federation of Tax Administrators. 

Variations amount, form, 
relative allowances per taxpayer and family 
unit, and in other details. 


occur as to 


While the majority of the states follow 
federal practice and provide for fixed sum 
exemptions, five of the states use tax credits, 
with taxpayers deducting a fixed sum from 
their tax bills rather than from their net 
income. In both cases, the amounts de 
ducted vary sharply among the states, Ex- 
emptions from net income range from $500 
in Vermont to $4,000 in Missouri for the 
single taxpayer. Credits against tax lia- 
bility for the single taxpayer vary from $7 
in Wisconsin to $17.50 in Arkansas. 

While the majority of the states (22) 
make the personal exemption or credit for 
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the married taxpayer just double that for Reflected in the present status of per- 
the single individual, the other seven states sonal exemptions in state income tax laws 
allow anywhere from 1% times the individual is their rather frequent revision as the reve- 
figure to three times that sum. nue needs of the states have fluctuated, 
according to the Tax Administrators News. 


The exemptions allowed for dependents 
In the past ten years, more than two 


range trom nothing in Mississippi to $800 
in Maryland. The differences in the relative 
allowances for the taxpayer, spouse and de- 
pendent reflect the varying opinions of the 
States as to the need or equity involved. 


thirds of the income-tax states have revised 
personal exemptions, with more than one 
half of the enactments resulting in a heavier 
tax burden for the taxpayer. Occasionally, 
a reduction in the exemption figure in one 
year has been followed by an increase in 
a later year, usually contingent with a raise 
in the tax rate and used as a buffer to the 
effect of the higher rate 


In Mississippi, which allows nothing for 
dependents, the single personal exemption 
is $4,000, and the married personal ex- 
emption, $6,000, the highest of any state; 
while in Maryland, which allows an ex- 
emption of $800 per dependent, the individual In tabulated form, the personal exemption 
exemption is $800 and the married exemption, figures for the 29 income-tax states is as 
$1,600 tollows: 

Personal Exemptions 
Federal 
Tax Rate Depend Tax De 
State Range (%) = Single Varried ents ductthle 
\labama 5- §. $1,500 $3,000 $300 x 
h, 2 


\rizona .0- O00 000 600 x 


Arkansas .0- 5.0 17.50? 35? 6 
California .0- 6.0" 2.000 3,500 10 
Colorado .0- 6.0 7 500 750 


Delaware 1.0- 6.0 600 200 600 
(;seorgia 1.0- 6.0 500 3,000 600 
Idaho 2.0- 8.0° 700 500 200 
lowa 0.8- 4.0 12? 24? 12? 
Kansas 1.0- 5.0 600 200 600 
Kentucky 2.0- 6.0° 12° 24° 12 
lLoulsiana 2.0- 6.0 2,500 5,000 100 
Marvland 20 800 1,600 800 
Massachusetts 3.075 000 2,500 100 
\Minnesota 1.0-10.0' 10 30 10? 
Mississippi 2.0- 6.0° 000 6,000 
Missouri 1.0- 4.0 200 2 400 100 
Montana 1.0- 4.0 600 200 600 
New Mexico 1.0- 4.0 500 2.500 200 
New York 2.0- 7.0" 000 2,500 100 
North Carolina 3.0- 7.0 000 2,000 300 
North Dakota 1.0-11.0 600 1,500 600 
Oklahoma 1.0- 6.0 000 2,000 500 
Oregon 3.0- 9.5 600 1,200 600 
0 000 2,000 400 
0 600 1,200 600 
5 500 1,000 500 
1,000 2,000 200 
: r li 14 7 
0 1,000 2.000 500 


South Carolina 2.0- 
Utah 1.0- 
Vermont 2.0- 
Virginia 2.0- 
W tsconsin 1.0- 
District of Columbia 2.5- 


n@munuv 


1 Basic Rates are reported. Surtaxes are imposed by Idaho (10 per cent on 
amounts over $2,000); Kentucky (10-30 per cent): Minnesota (10 per cent); Missis- 
sippi (14 per cent); and Wisconsin (20 per cent). Credits were allowed by Colo- 
rado (15 per cent) for 1957 and New York (10 and 15 per cent) for 1956 

* Exemption is in the form of a tax credit 

*Minimum allowance. Spouse's earnings up to $2,000 are deductible 

* The deduction in Delaware is limited to $300, in South Carolina to $500 and 
in Wisconsin to 3 per cent of net income 
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1958 Promises to Be 
Light Legislative Year 


With only 17 scheduled to hold 
legislative sessions, the year 1958 promises 
to be a light one legislatively. 


states 


Most of the state lawmaking bodies will 
convene during January, with Colorado and 
Massachusetts legislators the first to get 
down to business. By constitutional pro- 


vision, solons in these states are supposed 
to meet the first Wednesday of January. 
\s this happens to be New Year’s Day in 
1958, any actual legislative business will un- 
doubtedly be put off until January 2. 


Ordinarily, even-numbered years are off- 
years for the states, legislatively speaking. 
However, in the case of three legislatures 
meeting this year, the even-numbered years 
regular legislative years and no 
sessions are scheduled for odd-numbered 
years. Thus, Kentucky legislators, who 
convene January 6, Mississippi legislators, 
who convene January 7, and Virginia legis- 
lators, who convene January 8, will un- 
doubtedly have an accumulation of legislative 
matters demanding their attention. 


are the 


\ list of the state legislatures meeting in 
1958 and the dates of their convening follow: 
Arizona 
California 
Colorado 
Georgia 
Kansas 
Kentucky 
Louisiana 
Maryland 
Massachusetts 
Michigan 
Mississippi 
New Jersey 
New York 
Rhode Island 
South Carolina 
Virginia 
West Virginia 


January 13 
February 3 
January 1 
January 13 
January 14 
January 
May 
February 
January 
January 
January 
January 
January 
January 
January 
January 
January 


_ 


— 
motN Seu Deunwde 


While the year 1958, as previously stated, 
promises to be a light one from the legis- 
lative standpoint, Massachusetts legislators 
give promise of making the situation in 
their particular state not conform to any 
national picture. Off to their usual early 
start by introducing proposed changes in 
the law in advance of the convening of 
the legislature, Bay State lawmakers have 
tossed a number of tax measures into the 
legislative hopper. 

Last year’s close fight over a proposal 
to institute general withholding of income 


taxes promises to be repeated this year 
with the introduction of S. B. 78. This bill 
would place withholding in effect in Massa- 
chusetts in 1959, : 


Quite a few other income tax law changes 
have been proposed. One interesting in- 
troduction, if enacted, would make the 
carrying-on of an illegal enterprise almost 
prohibitive in cost. According to the intro- 
duction (S. B. 72), income received by 
violating any state law carrying a fine or 
providing for imprisonment, or received 
from the operation of any business which 
violates state law, would be taxed at 50 
per cent per year. A companion bill, S. B. 
73, would not permit the law violator to de- 
duct any of the expenses of such 
enterprise in determining his net 


Other income tax introductions would 
abolish the additional 1 per cent tax on in- 
come from professions, employments, trade 
or business (S. B. 75); would authorize the 
state tax commission to issue regulations 
permitting report of receipt of income on 
the installment method, as under federal 
Code Section 453 (H. B. 110); would re- 
quire information returns to be due on June 
1 instead of March 1 (H. B. 107); would 
penalize, at the rate of $1 for each delinquent 
memorandum, the failure to file a timely 
information return (H. B. 108); would per- 
mit income taxes to be paid in two equal 
installments, one due with the return, the 
other on June 15 following (S. B. 76); would 
permit the federal Code to be followed in 
so far as dependency deductions for im- 
mediate family members are concerned, but 
not with respect to more distant relatives 
(H. B. 106); would alter provisions relating 
to verification of returns and 
so that the three-year period within which 
the tax commissioner may assess an addi- 
tional tax would start on the last day pre- 
scribed by the statute for filing the return 
or on the day when the return was actually 
filed, whichever is later (H. B. 109); would 
require a minimum corporation excise tax 
of $25 (H. B. 113); would provide, in deter- 
mining the tax on corporate excess, that the 
deduction for federal and state government 
bonds and certain savings bank deposits be 
prorated where such securities are acquired 
after the beginning of a taxable year and 
held to the end of the year (H. B. 115). 


illegal 
income. 


assessments 


Suburban commuters who make their liv- 
ings in Boston would be hit by one bill 
introduced, The introduction (H. B. 241) 
would authorize the city to levy a % of 1 
per cent tax on the gross salary received 
by nonresidents. 
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WASHINGTON TAX TALK 


Senator Harry F. Byrd of Virginia, chairman of the Senate Finance 
Committee, sets out a program to meet the 1959 budget situation. 


The Budget 


We must admit that we have taken cet 
tain liberties with the picture of Senator 
$vrd which appears on our cover, and, also, 
certain liberties with the confidence of our 
readers. This picture was taken about a 
year ago and we had the artist paint out the 
date on the cover of the budget. The book 
that Senator Byrd is looking at is the one 
which contains the budget for the fiscal year 
ending June 30, 1958. It is not our intention 
to fool anyone. There will be a budget for 
the fiscal year 1959. It will be presented to 
Congress in January. We should probably 
call it our “Sputnik budget.” It will be out 
of this world. 


Since the last budget was presented, there 
has come into existence a “traveling com- 
panion of the earth” and what our English 
friends have laughingly named Flopnik. 
Senator Byrd, who has always been a hawk 
after unnecessary governmental expendi- 
tures, has stated that he will not worship 
budget figures blindly. “If the missile crisis 
forces us to spend more in one direction, 
we must find ways to spend less in other direc- 
tions,” he says. “We must recognize that 
we have two fronts to maintain—one mili- 
tary, and the other economic. We must be 
afford 
essentials in military programs, nonessentials 


superior in both. We cannot non- 
in foreign aid, or nonessentials in govern- 
ment civilian that 
our military expenditures will be increased 
in rocketry and ballistics missile fields. 


activities. It is certain 


Shall we resort again to deficit financing, 
with debt, and set off 
siege of volatile inflation? Shall we increase 
taxes? Or, shall we wipe out the nonessen- 


increased another 


tial and obsolete activities in the military 
and all down the line of government’s spend- 
ing?” 


Washington Tax Talk 


The Senator told those attending a recent 
meeting of the National Association of Man 
ufacturers of a program he has in mind to 
meet the situation immediately before us. 

“1. Rechart our defense expenditures on 
the basis of a reevaluation of the relative 
priority of present and developing methods 
of warfare; 

“2. Without impairing our defense, elimi 
nate obsolete weapons, methods, and tech- 
niques, and wasteful practices which exist in 
many Defense Department activities; 

“3. Eliminate extravagance in foreign aid, 
and put more emphasis on military assist 
ance while reducing economic aid; and 


“4. Squeeze every nonessential dollar out 
ot domestic-civilian programs.” 


The New Congress 


There has 


been much speculation as to 
the possibility of a tax reduction. Such pos 
sibilities, if they ever existed, are fading fast 
and may be extinguished after Congress con 


venes on January 7, 1958 

Colin F. Stam, head of the staff of experts 
on the Joint Committee on Internal Reve 
nue Taxation (Senator Byrd is chairman), 
estimates that the federal tax revenue will 
be $1.3 billion less than stated in the esti 
mate published by the Bureau of the Budget 
in its recent midyear review. This review 
for the fiscal year 1958 estimated that total 
tax receipts would amount to $73.5 billion 
According to this review, total expenditures 
would not exceed $72 billion, thus leaving 
a surplus of $1.5 billion. These estimates 
assume that military spending would not 
$38 billion. Under 
tions, however, a deficit of as much as $12 
billion could result. 


exceed present condi 


Mr. Stam also reported 


75 





that it would be difficult to raise even $1 
billion in any bracket or area without bring- 
ing about grave consequences. 

Some of the programs for reducing taxes 
have been to (1) increase the personal in- 
come tax exemptions from $600 to $700. 
This would cost $2.8 billion in taxes. (2) 
Grant a 2 per cent-reduction in corporate 
taxes. This would cost $1 billion in taxes. 
(3) Reduce high income bracket rates to 65 
per cent. This would cost $225 million. (4) 
Make certain deduction in federal excise 
taxes. This would cost $1 billion in taxes. 
(5) Make certain grants in the middle-income 
bracket group. This would cost $1 billion 
in taxes. This is not an imposing program 
but if these proposals were adopted, they 
would cost, in terms of lost taxes, over $6 
billion, 


How do we come out then, with the pros- 
pects for tax reduction? 

Congressman Wilbur D. Mills, who is 
chairman of the Subcommittee on Internal 
Revenue Taxation, Committee on Ways and 
Means, answers the question this way: 

“(1) If Federal expenditures increase at 
a faster rate than the expansion of the Na- 
tion’s economic capacity, we will face higher 
tax rates, tighter money, or inflation, or 
some combination of the three; 

“(2) if 
nomic 


Government spending and eco- 
expand at the same rate, 
we probably can manage to meet the Gov- 
ernment’s bills and avoid further inflation 
with no change in tax rates; 


capacity 


“(3) If, however, our economic growth 
proceeds more rapidly than the expansion 
of Government spending, we can look for- 
ward to better and greater preparations and 
This latter alternative, 
which is the goal we should seek, makes 
clear that the formulation of public spend- 
ing programs requires the greatest amount 
of public understanding and support for true 
economy in government. 


lower taxes as well. 


In effect, therefore, the ultimate deter- 
minant of tax reduction, in the context | 
have just outlined, is the rate at which the 
economy adds to its capacity to produce. 
his combination of circumstances gives 
very great emphasis to the necessity for tax 
revision. 

“The Ways and Means Committee, as I 
am sure you know, begins hearings January 
7 on revision of the Internal Revenue Code 
of 1954. There is not a member of the Com- 
mittee, I believe, who is not convinced of 
the need for revising our tax laws. Every 
member of the Committee, in fact, I strongly 
suspect every member of Congress, has been 
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deluged with complaints about taxes. Many 
of these complaints, as you might expect, 
are directed against the high rates in the 
income tax. But a great deal of the criticism 
is directed against specific provisions of the 
Code—against their complexity and_ their 
unfairness 

“In their work during the past two years, 
the Ways and Means Committee, its sub- 
committees, and staffs have found many 


other weaknesses in the Code—in uninten- 
tional benefits and hardships—in provisions 
which cannot be effectively administered, in 
provisions which impose heavy compliance 


frequently, even 
impact. The 
toward 


costs on the taxpayer and, 
higher costs to avoid their 
Committee’s work will be directed 
correcting these deficiencies. 

“But the Ways and Means Committee has 
recognized that there is a far more signifi- 
cant purpose to be served in its forthcom- 
ing work, The basic objective of tax revision 
today must be to make our tax system more 
conducive to economic growth and stability. 
Awareness of the importance and magnitude 
of this undertaking led the Committee to 
decide upon hearings by the full Committee 
rather than by any of its subcommittees. 

“Let me make it perfectly clear that gear- 
ing tax revision to the objectives of eco- 
nomic growth and stability is in no way 
inconsistent with the viewpoint, which | 
share, that the basic purpose of taxation is 
to provide revenues to detray the cost of 
Government. When Government accounts 
for close to a fifth of the total activity of the 
economy, it is obvious that we cannot ignore 
the economic impact of taxes. 


“Two years ago this month, the Tax 
Policy Subcommittee of the Joint Economic 
Committee conducted the most exhaustive 
economic study of the Federal tax system 
that has ever been undertaken in the Fed- 
eral Government. One conclusion above all 
others emerged from the searching analysis 
of tax experts from industry and business, 
labor, agriculture, and the universities, namely, 
that the present Federal tax system is 
grossly overburdened with provisions which 
impel taxpayers to conduct their economic 
affairs less efficiently than would be possible. 


“The study showed that the great inci- 
dence of preferential provisions in our pres- 
ent income tax laws has bitten deeply into 
the tax base. It showed that these provi- 
sions necessarily generate heavy pressure 
for their continued extension. It 
that the high marginal tax rates made nec- 
essary by the restricted tax base are fictional 
for many groups of taxpayers while all too 
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It showed the influence of 
preferential provisions in distorting 
business decisions and the resulting loss to 
the economy as a whole. It showed the in- 
creasing complexity in statute and in regu- 
lation which these provisions necessitate to 
confine their benefits to those for whom 
they were intended. It showed the wasteful 
use of resources for purposes of tax avoid- 
ance and the consequent need for greater 
resources in tax administration. Finally, it 
showed that tax revision is always timely, 
and becomes increasingly urgent when the 
Nation faces the kind of challenges which 
currently confront it. 


real for others. 
these 


“The Subcommittee’s report broadly out- 
lined the criteria which should be followed 
in formulating tax policy to meet the growth 
and stability requirements of our dynamic, 
private enterprise economy. Among these 
criteria, the report particularly emphasized 
the need for greater neutrality in the impact 
of our revenue laws in the ways in which 
taxpayers choose to use the resources at 
their disposal. It pointed out that attain- 
ment of this objective, which is essential for 
attainment of the highest rate of economic 
growth at least cost in terms of present 
rates of consumption, would also provide a 
fairer distribution of tax burdens and greater 
capacity of the revenue system automatically 
to offset fluctuations in levels of economic 
activity. Most important of all, let me re- 
peat, it would encourage more efficient use 
of resources, by eliminating distortions re- 
sulting from tax provisions cancelling out 
the signals of the market.” 


Supreme Court 
‘Two tax cases were recently placed on the 
Supreme Court docket. 


Both involve state 
taxation and corporations. In one 
Vorthwestern States Portland Cement Com 
pany v. Minnesota (Dkt. No. 606), an appeal 
was taken from a Minnesota Supreme 
Court decision which affirmed a lower court 
holding that a nondiscriminatory state tax 
upon the net income of a foreign corpora- 


Case, 


tion, engaged solely in interstate business, 
contravenes neither the due process clause 
nor the commerce clause of the Constitution 
(see CCH Minnesora TAX Reports §f 16-006) 
The Minnesota court stated that the tax 
is fairly apportioned to and measured by 
that part of the net income which is de 
rived from the business done within the 
state. The company, the appellant, contends 
that the statute imposing the tax is in con- 
flict with the commerce clause and the due 
process clause and, thus, invalid as it seeks 
to impose a tax upon the net income of a 
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foreign corporation whose business consists 
of sales exclusively out of the state. The 
second case docketed, Roper v. South Caro 
lina Tax Commission (Dkt. No. 608), in- 
volves certiorari from a South Carolina 
Supreme Court decision that held a stock 
dividend, declared out of accumulated sur- 
plus of a corporation and paid in preferred 
stock to the owner of the common 
stock, which was the only class of stock out- 
standing, was income to the recipient within 
the meaning of the state statute (see CCH 
SoutH CaroLina TAX Reports { 200-094) 
The taxpayer contends that a stock divi 
dend cannot be treated as income because 
the United States Supreme Court has ruled 
to that effect, and that it constituted a denial 
of due process and equal protection undet 
the Fourteenth Amendment. 


sole 


The refusal of the Supreme Court to grant 
certiorari in two federal tax cases and two 
state tax cases has left the following rulings 
in effect: A deduction for a loss from theft 
was properly disallowed on the ground that 
the petitioner had failed to fraud 
reasonable doubt, even though 
could have maintained 
and deceit (Bonney v 
9885). Tax bene 
4” a sub 


prove 
beyond a 
under state law he 
an action for fraud 
Commissioner, 57-2 
fits resulting from the deduction 


USTC 


sidiary’s losses were disallowed on the basis 
of the taxpayer’s motivation, in acquiring 
the subsidiary, which was the avoidance ot 
income tax (American Pipe and Steel Corpo 
ration v 57-1 © 9590) 
The imposition of the Indiana personal prop 


Commisstoner, UST 
erty tax on goods temporarily at rest in the 
state but in the interstate com- 
merce does not due 
clause (Arthur Walter Seed Company v 
McClure, CCH InNptana Strate Tax Reports 
{ 200-018). An ad valorem tax levied on 
property for the purpose of financing erosion 
prevention work is valid (Leonardo v. Board 
of County Commissioners, 134 Atl. (2d) 284 
(1957)). 


course Ot 


violate the process 


The Commissioner 


In a burst of activity, the Commissioner 
has been issuing a number of final regula 
tions. You know that the Commissioner 
first issues a proposed regulation. This is 
printed in the Federal Register, and taxpay- 
ers have 90 days in which to file objections 
After the 90-day objection period is closed, 
the Commissioner then considers the objec- 
tions and suggestions which have been of 
fered. Some time after this, a final regulation 
is promulgated by the issuance of a treasury 
decision, which either amends the proposed 
regulation or incorporates the proposed reg 
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ulation, plus any changes which the Com- 
missioner made since the issuance of the 
proposed regulation. 

Final regulations have been issued under 
Code Section 164. This covers the deduct- 
ibility of taxes in connection with the sale 
of real estate—the apportionment of real 
property taxes between the buyer and the 
seller. 

Final regulations have been issued under 
Code Section 174. This covers research and 
experimental expenditures. These expendi- 
tures may include the cost of obtaining a 
patent, that is, attorneys’ fees in making and 
perfecting a patent application, but this does 
not mean buying a patent from someone 
else or acquiring good will. 

Final regulations under Code Sections 691 
and 692 have been issued. The first deals 
with income of decedents and the second 
with the abatement of taxes of members of 
the armed forces upon their deaths. These 
regulations also contain an example show- 
ing how estates and beneficiaries of deceased 
farmers should handle transatcions of sale 
which were not fully completed before the 
decedent’s death. 

Final regulations have been issued re- 
garding expenditures incurred to establish, 
maintain or increase the circulation of a 
newspaper, magazine or other periodical. 

We now have final regulations on certain 
special rules for determining capital gains 
and losses under Code Sections 1231-1241, 
excepting Sections 1233, 1235 and 1237. 
These regulations deal with bonds issued at 
a discount for property and on certain 
options to sell property. 

The proposed regulations under Code Sec- 
tions 6015-6016, 6673-6674, 6153-6154 and 
6654-655—declarations of estimated 
have been finalized with certain 
applicable to joint declarations. Proposed 
regulations under Code Sections 61-63— 
gross income, adjusted gross income and 


tax— 
changes 


taxable income—and regulations under Code 
Sections 141-145—standard deduction for in- 
dividuals—have been finalized. The alimony 
regulations—Code Section 71—have been 
revised and finalized. 

The following have been finalized: the 
definition of income, Sections 61-62; the reg- 
ulations covering alimony, Section 17; the 
regulations regarding charitable contribu 
tions in connection with a trust and income 
of a trust in the event of a divorce, Sections 
681-682; and the regulations dealing with 
gain or loss on a disposition of property, 
Sections 101-102. 

The following also have been finalized: 
regulations regarding restricted employee 
stock options, Section 421; regulations re 
garding basis for gain or loss on disposition 
of property, Section 1012; and the regula 
tions dealing with withholding from wages, 
Sections 3401-3404. 


More on Line 6a of 1040.—Last month 
(page 1012), we told you of the great ex- 
citement about the addition of line 6a to 
Form 1040. Subsequent to that report, the 
Commissioner has come out with a state- 
ment that for this year it can be ignored 
Apparently, many taxpayers who would be 
required to that line did not retain 
copies of bills and receipts. Just because a 
taxpayer may ignore line 6a this year does 
not mean that he can omit the computation 
that is necessary to substantiate this type of 
expenditure. Taxpayers are not let off the 
hook to that extent. 


use 


Taxpayer Population Increasing 


According to a just-issued report of the 
Commissioner for the year 1955, the largest 
number of returns ever filed for a single 
year were filed in that year—over 58 million 
individual income tax returns, one million 
more than had been filed in the year 1954. 
The adjusted gross income reported on the 
58.3 million returns equaled $248.5 billion 


TAX SAVING THROUGH CHARITABLE GIVING— 


Continued from page 48 


est payment date, stating that “the chari- 
table contribution deduction , which ts 
the fair market value of the property donated 
(less any indebtedness), reflects the return 
which will shortly be paid on the bond.” * 
(Italics supplied.) The unqualified accept- 


ance by the Mills Committee, the Treasury, 
and the joint committee staff of the fair- 
market-value-less-donor’s-debt test as de- 
termining the amount of a charitable 
contribution of pledged securities is very 
encouraging.™ 





2 Report cited at footnote 30, at p. 7. 

% There had been a prior indication that the 
Commissioner was prepared to concede that the 
transfer of the donor's equity in pledged se- 


January, 1958 @ 


eurities to a charity produced a deduction 
measured by the amount of the equity. This 
was reflected in his attack on the donation of 
callable utility bonds to charities. Several years 
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The report of the 
Means Committee on Section 11 of The 
Technical Amendments Bill of 1957— 
the section which would have eliminated the 
foregoing charitable “double deductions’ — 
did not further elaborate on the test by 
which a charitable deduction is measured 
where a security is donated subject to the 
donor’s indebtedness. The report did state 
that where a taxpayer borrows to buy bonds 
which he donates to a charity just before 
the interest date thereon, “the charitable 
contribution deduction in this case, namely, 
the fair market value of the property donated, 
reflects the interest income which will 
shortly be received on the bond.”™ (Italics 
supplied.) It would appear that the report 
inadvertently omitted the words “less the 
amount of the donor’s indebtedness” in this 
somewhat offhanded reference to the meas- 


House Ways and 


ure of the donor’s charitable deduction. 

One curious aspect of Section 11 is that 
it was broadly drafted to deal not only with 
a charitable contribution “of property which 
is subject to a liability” but with a 
charitable contribution “in connection with 
[which] a liability is assumed by the 
recipient.” ” In discussing the remedial ef- 
fects of Section 11, the committee report at 
one point referred to “a liability assumed 
by the charity” and at another to a bond 
donated “subject to an indebtedness” as :f 
there were no substantive differences be- 
tween the two types of transactions.” Pre- 
sumably a similar version of Section 11 will 
be ultimately enacted in the Second Session 
of the Eighty-fifth Congress, and the Com- 
regulations thereto may cast 
(Footnote 33 continued) 
ago such contributions were made in substantial 
amounts, the donors claiming two deductions 
One was the amortizable bond premium, the 
difference between the purchase price and the 
eall price; the other was the difference between 
the fair market value of the bond when given 
and the amount of the donor's debt which was 
secured by the donated bond. The Commis- 
sioner’s method of attack on this very profitable 
philanthropy was expressd in Proposed Regs 
Sec. 1.171-2(a)(3), promulgated June 14, 1956, 
providing: 

“Where a taxpayer acquires fully taxable 
bonds having a call date occurring within a 
short period after the date of acquisition and 
where such taxpayer— 

““(i) Has acquired such bonds as a part of an 
arrangement pursuant to which he subsequently 
sells, exchanges, or otherwise disposes (in- 
cluding a charitable contribution of such bonds 
which qualifies for a deduction under section 
170) of such bonds, and 

(ii) Cannot expect to derive any economic 
advantage under the arrangement independent 
of the Federal income tax consequences arising 
from the deduction of the amortizable bond 
premium under section 171, then for the pur- 
poses of section 171, the amount of bond pre- 


also 


missioner’s 





{Charitable Giving 


some additional light on the 
of a charity’s assumption of the donor’s in- 
debtedness. In the any such 
clarification, it would be prudent to assume 
that the express assumption of the debt of 
the donor by the charitable recipient of 
would result in a sale of such 
securities, producing gain or loss measured 
by the difference between the donor's basis 
and the amount of his debt assumed, and a 
charitable contribution measured by the dif 
ference between the fair market value and 
the bargain-sale price of the securities so 
sold. 

To conclude: All taxpayers in sufficiently 
high brackets can achieve tax savings of a 
considerable magnitude without running into 
the Commissioner’s resistance by the bar- 
gain sale of their appreciated securities at 
cost to a charity. But the greatest philan- 
thropic profit is to be obtained by the high- 
bracket taxpayer 
appreciated securities and donates his equity 
therein to a charitable donee, making it 
that the collateralized securities are 
to be the primary source for the satisfaction 
of his debt. It is unlikely that the Com- 
missioner will now make any serious effort 
to thwart the use of this technique of sav 


consequences 


absence of 


securities 


who borrows on_ his 


clear 


ing by giving, and if the Treasury seal of 
approval of this technique, as manifested 
in the Mills Committee report, is 
quently officially articulated in the Commis- 
sioner’s revisions to the Section 170 regulations 
occasioned by the enactment of a later ver 
sion of Section 11, its popularity without 
doubt will increase in direct proportion to 


its tax-attack immunity. [The End] 


subse- 


mium with respect to such bonds shall be 
determined with reference to the maturity date 
of such bonds and not with reference to such 
call date in computing amortizable bond pre- 
mium for any taxable year.”’ 

Whether the theory expounded above to the 
effect that a bona-fide transaction entered into 
with the expectation of realization of a tax 
profit therefrom is to be disregarded for tax 
purposes to the extent necessary to eliminate 
such a profit will probably never be known, 
since the Mills Committee has also resolved that 
the amortizable bond deduction on callable 
bonds must be entirely eliminated (Report 
cited at footnote 30, p. 11.) But the Commis- 
sioner, by attacking the amortizable-bond dou- 
ble-deduction device in this particular fashion, 
would seem to have conceded that a charitable 
contribution was produced by the gift of 
pledged callable bonds—a contribution measured 
by the difference between the fair market value 
of the bond at the date of gift and the donor's 
indebtedness 

*% CCH Standard Federal Tax Reports, Vol 
XLIV, No. 32, Pt. I, p. 10 (July 15, 1957). 

% CCH Standard Federal Tax Reports, Vol 
XLIV, No. 30, Pt. I, p. 26 (July 1, 1957). 

* Report cited at footnote 30, at pp. 10-11 
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FEDERAL TAX 


February 10— 


Quarterly return of withheld by 
employers and of excise taxes collected 
for quarter ended December 31, 1957, 
where timely monthly deposits were 
made with authorized depositary. Forms 
720, 941. 


taxes 


February 17 (February 15 is a Saturday)— 

Last day for farmer to file 1957 calendar- 

year return where estimate not 
filed on January 15. 


Was 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages under Code 
Section 3402, (2) employees’ tax with- 
held under Code Section 3102 and (3) 
employer’s tax under Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts 
$100. A separate computation must be 
made for taxes (items (2) and (3) 
above) on wages paid to agricultural 
labor. Form 450 (depositary receipt). 


exceeded 


Due date, by general extension, of returns 
for year ending August 31, 1957, in the 
case of (1) foreign partnerships, (2) 
certain foreign corporations, (3) certain 
domestic corporations and (4) Ameri- 
can citizens residing or traveling abroad, 
including persons in the military 
naval service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39,53-3(a). 
Forms: (1), Form 1065; (2)-(4), Form 
1120; (5), Form 1040.) 


Monthly information returns of 
holders and of officers and directors of 
foreign personal holding companies due 
for January. Form 957. (Code Section 
6035.) 


or 


stock- 


Due date for delivery to district director 
of internal revenue, by stamp deposi- 
taries of the United States, of requi- 
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sitions for all stamps purchased during 
the preceding month. Payment also 
due for proceeds of sales of stamps sold 
during preceding month. (Regulations 
71, Section 113.142.) 


February 28— 


Due date of annual information returns 
of dividends (in excess of $10), salaries 
from which tax has not been withheld, 
and other payments of $600 or more 
made in business. 


information due as to 
to an individual, 


Annual return of 
foreign items paid 


partnership or fiduciary. Form 1099. 


Due date of annual return of information 
on distributions in liquidation of $600 
or more. Forms 1096, 1099L. 


Due date of annual return of information 
as to income received by other than 
actual owner thereof. Form 1087. 


Due date of annual information return of 
1957 corporate distributions claimed to 
be nontaxable. Forms 1096 and 1099. 


Due date for deposit of the following 
excise taxes for January in an author- 
ized depositary, if such taxes reportable 
for January exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 


Due date of federal use tax return and 
payment of tax on highway motor 
vehicles, if first use occurred in Janu- 
ary, 1958. (Regulations Sections 41.6011 
(a)-1, 41.6071(a)-1.) Form 2290. 
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Anyone who needs a handy desk or brief-case tax aid for quick, ready 
reference will welcome this brand-new CCH publication. 


For not only does the MASTER TAX GUIDE explain the basic rules 
affecting business or personal income tax questions, but it protects you 
against overpayments and costly mistakes in tax planning. Here you have 
clear-cut examples—based on typical tax situations—to illustrate the expla- 
nations. Moreover, the GUIDE is eager to assist in the preparation of 1957 
income tax returns to be filed in 1958 and in handling everyday federal tax 
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problems all through the months ahead. 


Based on the Internal Revenue Code—as amended to date of publica- 
tion—Regulations, controlling Court and Tax Court decisions, the 1958 U. S. 
MASTER TAX GUIDE is a compact source of tax facts and figures im- 
mediately useful in working out sound answers to tax problems. 
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BOOKS BY MAIL 


amet esl al Leading the field, the GUIDE 
is the highly polished product of 
more than forty years’ experi- 
ence in federal tax reporting. 
Completely dependable, it’s pro- 
duced by the seasoned CCH 
editorial staff which makes CCH 
publications the standard for 
measurement. 


Tax-alert men use the GUIDE 
to advantage . . . so can you. 
For further details on “America’s 
Number One Tax Help”, see the 
other side. Please take a minute 
to scan some of the special fea- 
tures—to look over the brimming 
table of contents. 
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